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OUR COVER 


This is a new and recent—the ‘‘official'’—picture of the peripa- 
telic Tax Court of the United States. Its judges travel about the country 
hearing cases set on the calendar in various cities—and probably be- 
cause of this, one not-so-well-informed Houston newspaper last month 
headlined ‘‘U. S. Travel Court Opens Dupree Tax Trial Monday." 

The Tax Court is a quasi-judicial body standing between the tax- 
payers and the Commissioner of Internal Revenue. It grew out of the 
old Board of Tax Appeals, which was the first administrative body to 
be interposed between the taxpayer and the Commissioner. 


The present court consists of 16 judges. John Edgar Murdock, 
whose term expires June 2, 1968, is Chief Judge. He was first ap- 
pointed to the Board of Tax Appeals on June 9, 1926. 


The Tax Court is divided into one-member divisions, each au- 
thorized to hear and decide cases. A report of any division of the 
Tax Court becomes the report of the entire court, unless within 30 
days after making the division report, the Chief Judge thinks the re- 
port should be reviewed by the Tax Court. 


Four judges who had been retired have been recalled under 1954 
Code Section 7447 to perform judicial duties. Not included in the 
photograph, they are Charles R. Arundell, Eugene Black, Clarence P. 
Le Mire and Ernest H. Van Fossan. 


Cover photo by Harris & Ewing. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
State tax legislation, interpretations of tax laws and other tax information. 

The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Hditor, Henry L. Stewart; Wash- 
ington Editor, Lyman L. Long; Business Manager, James L. Jones: Circulation 
Manager, Richard H. Lane. 
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IN THIS ISSUE 


Confusing activity or economic progress? Our letter, appearing 
at page 472, from the Thoughtful Tax Man this month, is written by the 
president of The Tax Institute—Joel Barlow. Mr. Barlow is also a mem- 
ber of the law firm of Covington & Burling, Washington, D. C. The au- 
thor points out that there is always much confusing activity in Congress 
regarding revenue and revenue sources, and this confusing activity is mis- 
takenly assumed to be fiscal progress. In reality, however, Congress is not 
attacking the real problem of designing a tax system for a vibrant and 
growing America. Congress has amended the 1954 Revenue Code 703 times 
since its enactment and, since that time, 1,346 tax bills have been intro- 
duced, but not a single change has been effected in the income tax rate nor 
has any new source of revenue been taxed, or even attempted to be 
taxed. Isn’t it about time that somebody, some organization or some 
motivated group do something? Mr. Barlow has an excellent sugges- 
tion to answer this question. 


Mineral depletion. Sometimes the Treasury acts like a dog chas- 
ing its tail; it is doing so in its frantic pressing of theories to apply 
to depletion of minerals. This whole area of taxation was opened by 
the decision a few years ago, in the United States District Court, of 
the Dragon Cement case. In the district court the Treasury won its 
point, but when the case came to the circuit court the taxpayer pre- 
vailed. It was the Treasury which took this decision to the Supreme 
Court where it received a back-of-the-hand denial of certiorari. What 
course is open to the Treasury when it feels that the statute is being 
misinterpreted to the point of threatening the revenue and when it is 
rebuffed by the highest court? That’s the point of the article begin- 
ning at page 477. It is written by Richard D. Hobbet and J. Bruce 
Donaldson. 


Mr. Hobbet is an associate of the law firm of Michael, Spohn, 
3est & Friedrich in Milwaukee; Mr. Donaldson is associated with the 
law firm of Raymond, Chirco & Fletcher in Detroit. Both have writ- 
ten for this MaGazINneE before. This new article traces the history of 
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the allowance of depletion for minerals, and details the activity of the 
Treasury Department both in the judicial process and the legislative 
process. 


Too much is too much. Lincoln is credited with the statement 
that a man’s legs should be long enough to reach from his hip to the 
ground, and now to indulge in the most brash non sequitur, how long 
should a taxpayer’s complaint be? The article beginning at page 493 
contains tips to attorneys who take taxpayers’ cases into the district 
courts. These tips are written by Richard M. Roberts, of the United 
States Department of Justice. Mr. Roberts’ remarks came to us as an 
article because of our sharp-eyed friend, R. T. Boehm, an attorney 
and CPA in Columbus, Ohio. Mr. Roberts appeared at a seminar 
sponsored by the Tax Section of the Columbus Bar Association. His 
speech was so well received that Mr. Boehm alerted us and assisted us 
in securing the manuscript for our readers. Mr. Roberts says that 
attorneys sometimes make their complaints too long—filled with six 
or seven counts, with 30 or 40 paragraphs to each count. “However,” 
he notes, “the cases are rare indeed where it is necessary to use 30 
or 40 paragraphs to state a cause of action.” Mr. Roberts points out 
that the pleadings are generally sent to the jury room and he doubts 
whether jurors will read through a long and involved complaint. Rule 
8 of the Federal Rules of Civil Procedure substantiates him where it 
provides that a complaint shall contain “a short and plain statement 
of the claim showing that the pleader is entitled to relief.” 


Court documents that are too long, and what judges should do 
about them, has always plagued judges. In the year 1566, in the case 
of Mylward v. Welden, Tothill 101, the chancellor ordered: 


“Forasmuch as it now appeared to this court by report made by 
the now Lord Keeper, then Master of the Rolls, upon consideration 
had of the plaintiff’s replication according to an order of the 7th day 
of May of anno 37 Reginae that the said replication doth amount to 
six score sheets of paper, and yet all the matter thereof which is 
pertinent might have been well contrived in sixteen sheets of paper 

. and because his lordship is of opinion that such an abuse is not 
in any sort to be tolerated. ... It is therefore ordered that the 
Warden of the Fleet shall take the said Richard Mylward, alias Alex- 
ander, into his custody and shall bring him into Westminster Hall on 
Saturday next about 10 of the clock in the forenoon and then and there 
shall cut a hole in the midst of the same engrossed Replication which 
is delivered unto him for that purpose, and put the said Richard’s head 
through the same hole and so let the same Replication hang about 
his shoulders with the written side hanging outward, and then, the 
same so hanging, shall lead the said Richard bareheaded and bare- 
faced round about Westminster Hall, whilst the courts are sitting, 
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and shall show him at the bar of every of the three courts within the 
Hall, and then shall take him back again to the Fleet, and keep him 
prisoner until he shall have paid £10 to her Majesty for a fine. . 
in respect of the aforesaid abuse.” (For that citation and quotation, 
we are indebted to Burton B. Turkus of New York City.) 


Retroactivity in legislation. As every tax man knows, Congress 
passes new tax legislation every year. Since changes in our tax laws 
are made regularly, it is highly important to consider whether the 
effects of these changes are prospective or retrospective. Last month 
we broke a precedent by publishing only the first part of an article. 
The breaking of our rule does not mean that we are embarking 
on a journey into serialization, but the article of Alan S. Novick and 
Ralph I. Petersberger could be easily divided into two articles. The 
portion which was published last month dealt with constitutional 
limitations and the power to tax retroactively. This month’s install- 
ment discusses the extraconstitutional limitations—the policy and 
nonlegal restraints on the exercise of constitutional discretion. It 
begins at page 499. 
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“Can you recommend the stock of a company which 
doesn't file Form 1099 for small stockholders?” 
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Consider the poor widow. When an employee dies, a small 
amount of legislative machinery is geared into action. Most states 
have a provision in their statutes regarding the amount of an employ- 
ee’s unpaid salary which may be paid to his widow upon the employee’s 
death. These provisions, apparently designed to protect estates, were 
enacted years ago and do not reflect current economic conditions. As 


a result, at the last sessions of the legislatures, some states—notably 
North Dakota—amended these laws to increase the amount which 


may be paid to the widow. North Dakota’s new law provides for 
payment up to $1,200. In addition to an employee’s salary accrued 
and owing, fringe benefits which have developed in recent years must 
also be taken into consideration, and the Code has special provisions 
for these contingencies. But, contrary to the old saw, that corporations 
do not have a heart, some corporate employers go further and continue 
payments to a widow which approximate the deceased husband’s 
salary for a period of time. This is a practice which raises a litigious 
tax problem. The question is: “What is the purpose behind such 
payment?” The article beginning at page 531 researches this matter. 


It is written by Vincent J. Jennings, formerly a special attorney 
with the Internal Revenue Service, and now practicing in Newark, 
New Jersey. 


Truth is stranger than fiction. The old axiom holds that truth is 
stranger than fiction but, conversely, fiction can point up an awful 
truth. Willard J. Lassers, whose article appears at page 539, uses fic- 
tion by setting up a hypothetical case which involves the tax conse- 
quences to the beneficiaries of a land trust. An office building was 
bought by five investors who took title in the name of a land trust 
which was to continue for 20 years. The beneficiaries became conten- 
tious, and thereby hangs the tale—or, as Mr. Lassers puts it, the moral 
to the tale. Can the land trust be attacked by the Treasury as an 
association? Are the investors entitled to have the corporate income 
taxed to them personally as though the trust were a small business 
corporation? We don’t want to spoil Mr. Lassers’ point. 


The article is a revision and expansion of the author’s article 
which appeared in the Chicago Bar Record. Mr. Lassers is an 
attorney in Chicago, Illinois. 


Gifts. Section 43 of the Technical Amendments Act of 1958 
added a new provision so that the basis of a gift can be increased 
by the amount of the gift tax paid. Reinhold Groh’s article, which 
begins at page 545, discusses this new section. 





Mr. Groh is a certified public accountant in Chicago and a mem- 
ber of the Committee on Taxation of the Illinois Society of Certified 
Public Accountants. What he has written grows out of remarks he 
made on the subject of problems of individuals before his state society. 
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Joel Barlow, president of The Tax Institute and 
member of the law firm of Covington & Burling, Washington, D. C., 
discusses the need for revising our tax structure. 


The time will come, now mark ye well 
When ye shall get no tax, 

Because the Commons will refuse 

To tax and get the axe. 


ERHAPS THE TIME has already come, and just possibly for the 

reason the poet suggests—if we can substitute “Congress” for 
“Commons.” Certainly the most significant thing about our federal 
tax structure today is its inadequacy, and Congress is reluctant to do 
anything about it. Despite steeply progressive rates running all the 
way up to 91 per cent (and perhaps because of them) it simply does 
not produce the revenue required for a continuing cold-war economy. 
The $14 billion imbalance in our 1959 budget and the certain imbal- 
ance in the 1960 budget are proof of this even if we agree that spending 
in nondefense areas can and should be reduced. 


Why is our tax structure inadequate ? 


Passing the political (and poetical) implications for a moment, 
the plain fact of the matter is that we have relied so heavily on the 
income tax, with rates running all the way up to 91 per cent, that we 
have all but exhausted it as a fruitful source of revenue. There is 
little or no gold to be had in the steeply graduated hills of the 50 per 
cent to 91 per cent brackets. Confiscating all of it through a capital 
levy would hardly be a drop in the budget bucket. And although there 
is plenty of gold in the foothills of the 22 per cent to 50 per cent 
brackets (at least for the time being), no one is disposed to take it 
away for very understandable reasons : 


(1) As in the case of the top brackets, the rates in the lower 
brackets are already so high that they have a deterrent effect on indi- 
vidual initiative, saving and investment. 


(2) Beyond these deterrents there are even some hardships in 
the lowest brackets. 


(3) As our prophetic friend the poet suggests, Congress, being 
understandably aware that most of the voters are in the lowest 
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brackets, simply will not raise the only rates in the tax structure (except 
perhaps in the event of a wartime emergency) that would produce 
enough revenue (at least short range) to cure the inadequacy and 
balance the budget. Congress, like the Commons or any other legis- 
lative body, does not want to “tax and get the axe.” 


As a matter of fact, and again quite understandably, Congress 
is taking just the opposite tack. It not only holds out the promise of 
rate reduction to the majority of the voters, despite all its spending 
on their behalf, but it is constantly making the tax structure even 
more inadequate by tacking on all kinds of relief provisions to mini- 
mize the impact of the high rates already in effect. 

It has been backing and filling, and again quite understandably, 
to avoid what it considers to be the unpleasant but inevitable decision 
that either the lower income tax rates must be raised or a new tax 
source, such as a general excise tax, must be found. Only lip service 
is paid to rate reduction because of the expected short range loss of 
revenue and the inevitability of rate reduction in the high brackets. 
And, as usual, Congress has had no encouragement from the voters 
for any revision—probably for the reason that it has been afraid to tell 
them the fiscal facts of life. In any event, they seem quite oblivious 
to the ravages of inflation and the fact that survival itself is at stake 


in our economic and military competition with the Sino-Soviet 
conspiracy. 


In terms of meaningful tax revision, Congress and all of us have 
simply been confusing activity with accomplishment, And the pattern 
of recent legislative activity suggests that we may very well go on 


postponing the day of decision until there is another war or warlike 
emergency or until Congress and all the rest of us are otherwise 
forced (probably by a nonpartisan federal tax commission) to face 
up to our fiscal responsibilities. 

What we are talking about is, of course, the basic and inherent 
problem of the democratic process which long ago worried our 
poetical friend: How does a Congressman tax his constituents to 
meet their spending wants and still get and stay elected. Apprehen- 
sive about “the axe,” Congress has felt compelled since about 1913 to 
follow a somewhat familiar and simple taxing pattern : 


First, to please the majority of the voters and make their increased 
taxes tolerable, the rich have been “soaked” with much higher and 
more steeply progressive rates under a concept (or slogan) labelled 
“ability to pay.” 

Second, to please all the voters, including the rich, and to keep 
the high rates from being insufferable and breaking down the self- 


(Continued on page 560) 
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TAX-WISE NEWS 


An INSURANCE SALESMAN sold himself 
some life insurance. The commission which is paid on the premium 
to the salesman was held to be a reduction of the cost to him and, 
therefore, not taxable income.—Sol Minzer, CCH Dec. 23,493, 31 TC —, 
No. 115. But compare this Tax Court opinion with a district court 
decision—Ostheimer v. U. S., 58-1 ustc J 9359 (DC Pa.)—where the 
commissions on the insurance were considered income to the salesman 
and not a reduction of the price of the policies. 


An EMPLOYER had a savings plan for 
its employees to which an employee could contribute. Whatever 
amount he put in, within certain limitations, the employer matched. 
If the employee quit, he lost his right to what the employer had 
added. At the end of a three-year term, the amount in the savings 
plan was distributed to the employee. The company could not deduct 
what it chipped in, because this was not a profit sharing plan nor 
was it a deferred compensation plan.—Mississippi River Fuel Cor- 


poration v. Koehler, 59-1 ustc J 9411 (CA-8). 


Here's THE OTHER SIDE of the Bess 
coin. A widow paid her deceased husband’s delinquent income taxes 
by authorizing the insurer to satisfy the tax claims out of the pro- 
ceeds of his policy in order to release the government’s lien. This 
happened before the Supreme Court decided the Bess case; but the 
court in the McMahon case, citing Bess, let the widow recover from 
the government that portion of the life insurance proceeds in excess 
of the policy’s cash surrender value—McMahon v. U. S., 59-1 ustc 
§ 9395 (DCR.TL.). 
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To THE CORPORATE TAX MAN: See 
I, A. Dress Company, Inc., CCH Dec. 23,541, 32 TC —, No. 9. This 
is a sole stockholder case involving unreasonable accumulation of 
earnings. The tax year in question was 1949. The taxpayer attempted 
to invoke Sections 531 and 535(c) of the 1954 Code. The grounds 
advanced by the taxpayer for the accumulations were these: (1) The 
welfare of the corporation would have been jeopardized by the dis- 
tribution of any part of its earnings and (2) the continued corporate 
existence can be insured only by the full retention of all earnings. 
As to the first ground, the Tax Court said this “is so broad in scope 
and so nebulous in its nature” that it does not justify accumulations ; 
as to the second ground, the court said, “it would, if true, justify the 
accumulation of at least part of the funds here determined to be 
excessive.” The taxpayer, however, lost the decision. 


See, also, Superior Pattern and Manufacturing Company, CCH Dec. 
23,542(M), 18 TCM 343. This is an unreasonable compensation case. 
The four officer-stockholders were, for a number of years, paid flat 
salaries. Then their salaries were changed and computed, in part, by 
a profit sharing formula, which resulted in a substantial increase. 
The taxpayer won this case. The Commissioner argued that the 
officers’ salaries were excessive because the corporation was closely 
held, because there was no arm’s-length bargaining over the salaries 
of the officers and because the officers were also sole stockholders, 
there was no need to base their salary on a bonus or incentive plan. 
He charged that the bonus plan was a device designed to reap the 
most profit from the business with the least tax expense. The Tax 
Court held that in an unreasonable compensation case, it must consider 
the following factors: the duties and qualifications of the officers; 
the scarcity of persons having the particular abilities or skill required 
for the positions; the volume and amount of the corporation’s busi- 
ness and its special or peculiar characteristics; the relationship 
between the officers’ salaries and the corporation’s gross and net 
income; the salaries paid the officers in competitive companies; the 
salaries paid to other employees of the corporation; and general 
economic conditions. 


A SHARP-EYED AGENT picked up the 
fact that a taxpayer received a check for $287.77 in one year and $199 
in another year which he did not report in his income tax return. 
The taxpayer said these checks represented amounts he won playing 
poker, but since he was a poor poker player, his losses in gambling in 
those years exceeded his winnings. He brought along another poker 
player to corroborate his testimony. The Tax Court believed him. 
—William Edgar Close, CCH Dec. 23,543(M), 18 TCM 348. 
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[pENTICAL BILLS have been introduced 
by Congressmen Forand (H. 5193) and King (H. 5251) which would, 
in effect, overturn the recent decision of the Supreme Court in Cammarano 
v. U. S., 59-1 uste § 9262, aff’'g 57-2 ustc $9825 (CA-9), which 
affrmed a denial of income tax deductions as business expenses for 
contributions to a trust fund used to urge the defeat of prohibition 
measures. The bills speak only of matters duly submitted to an 
electorate and would not apply to lobbying expense. 


The constitution of all the states except Delaware provide for 
referenda on constitutional amendments. Nineteen states provide 
for referenda for the approval of measures already adopted by the 
legislatures: Arizona, Arkansas, California, Colorado, Idaho, Maine, 
Massachusetts, Michigan, Missouri, Montana, Nebraska, Nevada, 
North Dakota, Ohio, Oklahoma, Oregon, South Dakota, Utah and 
Washington. Referendum is the method of submitting an important 
legislative measure to direct vote of the electorate. 


Thirteen states now authorize amendment of their constitutions 
by initiative: Arizona, Arkansas, California, Colorado, Massachusetts, 
Michigan, Missouri, Nebraska, Nevada, North Dakota, Ohio, Okla- 
homa and Oregon. Nineteen states permit legislation to be enacted 
by direct or indirect initiative, or both: Arizona, Arkansas, California, 
Colorado, Idaho, Maine, Massachusetts, Michigan, Missouri, Montana, 
Nebraska, Nevada, North Dakota, Ohio, Oklahoma, Oregon, South 
Carolina, Utah and Washington. Initiative is the right of a specific 
number of voters to join forces in proposing laws to legislative bodies 
which, after due consideration, must submit the same to the electorate 
for approval or rejection. 


| HE RED-FACED DEPARTMENT... 
This seems as good a point as any to acknowledge an error in “Tax- 
Wise News” in the May Taxes. In attempting to discuss Rev. Rul. 
59-119, we began by boldly asserting that it is possible to work out a 
nontaxable redemption of a shareholder’s stock. As a consequence of 
this misstatement, we have had several letters from our friends and 
readers asking for more details on such an unheard-of thing. 


Well, actually, there is no possible way to work out a nontaxable 
redemption of a shareholder’s stock. The rule holds that under the 
facts, instead of being treated as a sale or exchange of stock, the 
redemption might receive full dividend treatment under Section 301. 
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Percentage Depletion for Minerals 


By RICHARD D. HOBBET and J. BRUCE DONALDSON 


The concept ‘first commercially marketable mineral product’ is an elusive one. 
The authors trace the legislative and judicial history 

of the Code provisions in regard to percentage depletion, 

and offer a possible new approach to the problem based on the assumption 
that the discovery value of the minerals 

should be recovered tax-free by the mine owner. 


ERCENTAGE DEPLETION has had a stormy history. Forces 

of opposite economic and political thought, and of diverse sec- 
tional interests, have collided over the provision since enactment. The 
embedded position of percentage depletion in the Code is symptomatic, 
not of general acceptance, but of pressure for change being matched 
by strength of resistance. 

The latest engagement in the depletion battle involves, not adjust- 
ment to the Code depletion percentages, but rather the width of the 
base, “gross income from the property,” to which these percentages 
are applied. 

Section 613 ' of the 1954 Code provides a deduction for depletion 
measured by a percentage of the gross income from the depletable 








*“(c) DEFINITION OF Gross INCOME FROM ProperTy.—For purposes of this 
section— 

“(1) Gross INCOME FROM THE Property.—The term ‘gross income from the 
property’ means, in the case of a property other than an oil or gas well, the 
gross income from mining. 

“(2) Mintnc.—The term ‘mining’ includes not merely the extraction of the 
ores or minerals from the ground but also the ordinary treatment processes 
normally applied by mine owners or operators in order to obtain the com- 
mercially marketable mineral product or products, and so much of the trans- 
portation of ores or minerals (whether or not by common carrier) from the 
point of extraction from the ground to the plants or mills in which the ordinary 
treatment processes are applied thereto as is not in excess of 50 miles unless 
the Secretary or his delegate finds that the physical and other requirements are 
such that the ore or mineral must be transported a greater distance to such 
plants or mills. 

(Continued on following page) 
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Mr. Hobbet is an associate in the 
law firm of Michael, Spohn, Best & 
Friedrich, Milwaukee, Wisconsin. 
Mr. Donaldson is an associate in the 
law firm of Raymond, Chirco 

& Fletcher, Detroit, Michigan. 


property. As the deduction relates to 
the extractive industry, the gross in- 
come referred to is “the gross income 
from mining.”* Section 613(c)(2) 
defines the term “mining” to include: 


“(2) Mintnc.—The term ‘mining’ 
includes not merely the extraction of 
the ores or minerals from the ground 
but also the ordinary treatment proc- 
esses normally applied by mine own- 
ers or operators in order to obtain 
the commercially marketable mineral 
product or products, and so much of 
the transportation of ores or minerals 
(whether or not by common carrier) 
from the point of extraction from the 
ground to the plants or mills in which 
the ordinary treatment processes are 


applied thereto as is not in excess of 
50 miles unless the Secretary or his 
delegate finds that the physical and 


(Footnote 1 continued) 

“(3) ExrraAcCTION OF THE OrES oR MIN- 
ERALS FROM THE GrouND.—The term ‘extrac- 
tion of the ores or minerals from the 
ground’ includes the extraction by mine 
owners or operators of ores or minerals 
from the waste or residue of prior mining. 
The preceding sentence shall not apply to 
to any such extraction of the mineral or ore 
by a purchaser of such waste or residue or 
of the rights to extract ores or minerals 
therefrom. 

“(4) Orpinary TREATMENT PROCESSES.— 
The term ‘ordinary treatment processes’ 
includes the following: 


“(A) In the case of coal—cleaning, break- 
ing, sizing, dust allaying, treating to pre- 
vent freezing, and loading for shipment; 

“(B) in the case of sulfur recovered by 
the Frasch process—pumping to vats, cool- 
ing, breaking, and loading for shipment; 

“(C) in the ‘case of iron ore, bauxite, 
ball and sagger clay, rock asphalt, and 
minerals which até customarily sold in the 
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other requirements are such that the 
ore or mineral must be transported a 
greater distance to such plants or 
mills.” 


The focus of the current contro- 
versy is upon the words “ordinary 
treatment process normally applied 

to obtain the commercially mar- 
ketable mineral product or products 
. -” The Treasury has consistently 
pressed for a pruning of the depletion 
provision. Persistent litigation has 
netted what, to the Treasury at least, 
is an unfortunate case law interpreta- 
tion of the phrase. To meet this 
situation moves are being made in 
two directions—a new theory is being 
propounded in litigated cases, the 
least processing theory, and a defini- 
tional change in the term “mining,” 
as used in Section 613, is being urged 
before the House Ways and Means 
Committee in the current session of 
Congress. 


This article touches upon the evolu- 
tion, legislative and judicial, which 
traces into the current posture of the 
law in the depletion area, examines 
critically each prong of the Treasury’s 


form of a crude mineral product—sorting, 
concentrating, and sintering to bring to 
shipping grade and form, and loading for 
shipment; 


“(D) in the case of lead, zinc, copper, 
gold, silver, or fluorspar ores, potash, and 
ores which are not customarily sold in the 
form of the crude mineral product—crush- 
ing, grinding, and beneficiation by concen- 
tration (gravity, flotation, amalgamation, 
electrostatic, or magnetic), cyanidation, 
leaching, crystallization, precipitation (but 
not including as an ordinary treatment 
process electrolytic deposition, roasting, ther- 
mal or electric smelting, or refining), or by 
substantially equivalent processes or com- 
bination of processes used in the separation 
or extraction of the product or products 
from the ore, including the furnacing of 
quicksilver ores; and 


“(E) the pulverization of talc, the burn- 
ing of magnesite, and the sintering and 
nodulizing of phosphate rock.” 


* Sec. 613(c) (1). 
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two-phased movement, and offers a 
possible new approach to this old 
problem. 


Background 


Legislative Development 


Percentage depletion traces back to 
the first constitutional tax upon in- 
come. The Income Tax Act of 1913 
provided a reasonable allowance for 
the exhaustion of property, “not to 
exceed, in the case of mines, five per- 
centum of the gross value at the mine 
of the output for the year for which 
the computation is made.” The sec- 
tion related to output of all mines, 
and was construed by the Treasury 
Department to mean that a percent- 
age of the market value of the mineral 
at the mine should be allowed as a 
deduction from gross income. 

This early percentage depletion 
provision was struck from the law, 
however, and the 1916 act merely 
provided for a reasonable allowance 
for depletion. In that act, depletion 
was limited to the original cost of the 
property or the fair market value of 
it on March 1, 1913. Cost depletion 
thus came into the statute. Two years 
later, in the 1918 Income Tax Act, 
Congress introduced discovery de- 
pletion. 


The concept of “income from the 
property” was first introduced into 
the Code in the 1921 act, which pro- 
vided for a net income limitation on 
discovery depletion. The statute 
provided that this depletion allow- 
ance could not exceed the net income 
from the property. No attempt, how- 
ever, was made to define net income 
from the property. In 1924 the net 
income limitation was reduced to 50 
per cent of the net income. 


Then, in 1926, the concept of per- 
centage depletion which appeared in 
the 1913 act was reintroduced into the 
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Code to provide for a simplified meth- 
od of computing depletion in the case 
of oil and gas wells. The familiar 
deduction of 27% per cent of the gross 
income from the property was legis- 
lated into existence in that year. 
Again, no attempt was made to de- 
fine gross income from the property. 
The committee report accompanying 
that bill stated merely that this 
change was being made “in the in- 
terest of simplicity and certainty in 
administration.” It had been stated 
that administration of the provisions 
of the existing law relating to dis- 
covery depletion in the case of oil and 
gas wells had been “very difficult be- 
cause of the discovery valuation that 
had to be made in the case of each 
discovered well.” Many other rea- 
sons have been advanced as to why 
percentage depletion was written in- 
to the law but what Congress itself 
said with respect to this law is best 
stated by Mr. Arentz, speaking dur- 
ing a committee hearing on the 1928 
Income Tax Act as follows: 


‘... this amendment is introduced 
in the interest of simplification of the 
income tax. 


“One of the most technical and in- 
volved sections of the revenue bill is 
that one relating to depletion allow- 
ances. 

“No two men working independ- 
ently of each other would reach, ex- 
cept by mere chance, the same 
conclusions regarding the rate of 
depletion to be applied to a particular 
ore or mineral deposit. 


“The outstanding advantages of the 
amendment are that without materially 
affecting the public revenue it pro- 
vides a simple, equitable, and definite 
method of computing the depletion 
allowance that permits of the prompt 
and final determination of the tax 
liability. It eliminates for the future 
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the analytical appraisal of metal mines 
with attendant technical complexities. 
It means a great saving of expense to 
the Government as well as the tax- 


payer.... 


“Under the proposed amendment 
both the Government and the tax- 
payer may readily compute the amount 
of tax due at the time the return is 
filed. The taxpayer may proceed with 
his financial commitments and the 
further development of his mines with- 
out fear of large additional assess- 
ments. He would rather pay more 
tax, as he will in some cases under 
this system, and know that his obliga- 
tion is fully and definitely discharged 
than to pay less tax after long delay.” 

In the 1943 amendment to the 1939 
Code, Congress first adopted a defini- 
tion of “gross income from the prop- 
erty,” and this definition has remained 
virtually unchanged since that time 
in its basic provisions that mining 
includes “the ordinary treatment 
processes normally applied by mine 
owners or operators in order to obtain 
the commercially marketable mineral 
product or products.” 


Judicial Interpretation 


The first interpretation of the per- 
centage depletion provision was in the 
Tax Court case, International Talc 
Company.’ The court, adopting peti- 
tioner’s interpretation of the statute 
as correct, found it obvious that pul- 
verization of the tale was an ordinary 
process employed by mine owners in 
producing what for them was their 
commercially marketable mineral prod- 
uct. Further, it found that there was 
no recognized market for true talc 
and that it was not “customarily sold 
in the form of a crude mineral pro- 
duct.” The Tax Court held that the 
“first commercially marketable form 


(1950). 
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of tale was and is in the powdered 
form in which it comes from mills 
such as petitioner’s.” Here was the 
first reference to “first marketable 
product.” This qualifying adjective, 
“first,” does not appear in the statute 
but has been generally recognized 
by all courts considering the inter- 
pretation of this statute. 


The next case involving this section 
of the Code was The Black Mountain 
Corporation,* decided by it in Febru- 
ary, 1954. In this case, the Tax Court 
broke new ground and solidified its 
acceptance of the Commissioner’s 
regulations that “commercially market- 
able mineral product” means the “first 
commercially marketable mineral prod- 
uct.” The court broke new ground 
by refusing to permit depletion to be 
computed on the gross sales of what- 
ever product the mine owner or oper- 
ator happened to produce. The court 
found that this particular taxpayer 
reached a commercially marketable 
mineral product in untreated stoker 
coal prior to oil treating it. It sup- 
ported this conclusion by the fact that 
not only the rest of the industry but 
the petitioner itself made sales of un- 
treated stoker coal. Thus, it computed 
a gross income from petitioner’s prop- 
erty which was, in fact, different from 
petitioner’s actual gross income. It 
recognized that some manufacturing 
processes, even though perhaps ordi- 
nary or normal to many mine opera- 
tors, would not be considered as part 
of mining because they were beyond 
the stage at which the taxpayer, in 
its production from the mine, had 
reached a commercially marketable 
mineral product. 

With its success in the Black Moun- 
tain case, the Treasury Department 
undoubtedly breathed a little easier. 


Its relief was short-lived, for the 
United States District Court for the 


*CCH Dec. 20,171, 21 TC 746. 
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There seems to prevail around this 
courthouse . . . [the idea about] 
the Fifth Amendment that if 
somebody claims the Fifth Amendment, 
you can't compel him to answer 

any questions. That is a gross 
mistake, | guess we will have to send 
somebody to jail to assure 

people of the fact.—Judge Barnes, 
as quoted in U. S. v. Keenan, 

59-1 USTC J 9349. 


Middle District of Georgia decided 
Cherokee Brick and Tile Company v. 
U. S. on June 4, 1954.5 This case dealt 
with the clay industry. The tax- 
payer in this case applied a number 
of processes to the clay which it re- 
moved from its mine in order to pro- 
duce bricks and tiles from the clay. 
These bricks and tiles, in their finished 
form, had a value on the market sub- 
stantially higher than the value of 
the clay in the ground. Thus, the 
rather extensive manufacturing pro- 
cesses applied to the clay added con- 
siderable value to the intrinsic worth 
of the raw material in the ground. 
The Treasury Department gambled 
a bit in this case in order to obtain 
what is considered to be a desirable 
interpretation which it hoped would 
eliminate from the concept of mining 
all manufacturing processes unless 
specifically included in the definition 
of mining. The gamble which the 
Commissioner took was in stipulating 
that there was no commercial market 


into the finished bricks and tiles. The 
court could find no justification in the 
statute for arbitrarily excluding all 


It could find no other reasonable 
explanation for Congress’ statement in 
the statute that mining would include 
“not merely the extraction of the ores or 
minerals from the ground.” The court 





*54-2 ustc § 9432, 122 F. Supp. 59, aff’d, 
55-1 ustc J 9168, 218 F. 2d 424. 
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then pointed out that great confusion 
could arise from any other holding than 
its decision that depletion should be com- 
puted on the gross income from the 
sales of the finished product which 
were the first commercially market- 
able products. Otherwise, the court 
reasoned, it would be necessary to 
determine gross income by reference 
to a fictitious market price. It felt 
that to hold that would lead to unend- 
ing litigation in attempting to define 
the correct cutoff place for the mining 
processes of all the many different 
mines operated in the United States. 
The court did not feel that Congress 
meant to create additional confusion 
in the tax laws by passing the per- 
centage depletion legislation and by 
its definition of gross income from the 
property. 


This decision was affirmed by the 
United States Court of Appeals for 
the Fifth Circuit on January 21, 1955.° 
The circuit court could find no quarrel 
with the district court’s opinion and 
added only a very brief definition of 
commercially marketable mineral prod- 
uct. This, the court said, is “the first 
product which is marketable in com- 
merce.” It then stated that “there is 
no provision in the statute for exclud- 
ing any process before such a market- 
able product is reached. The only 
restriction is that the processes must 
be the ordinary treatment processes 
normally applied by mine owners or 
operators.” The circuit court revealed 
that the petitioner's complaint had 
alleged that a very small quantity of 
brick and tile clay mined in the United 
States is sold in the form of the crude 
mineral but stated that these sales of 
a negligible quantity would not affect 
its conclusion that the first product 
marketable in commerce was the 
finished brick and tile. This case has 
grown in stature and now ranks as the 





* Cited at footnote 5. 
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leading decision with respect to gross 
income from the property. With the 
exception of one district court, which 
cast a dissenting voice, every court 
which has considered the interpreta- 
tion of the phrase “gross income from 
the property” has followed the lead 
of the Fifth Circuit Court of Appeals 
and the United States District Court for 
the Middle District of Georgia in the 
Cherokee Brick and Tile Company case. 


The dissenting voice was cast by 
the United States District Court for 
the District of Maine in Dragon Cement 
Company v. U. S.". That court was 
impressed by a new theory of the 
government that the statute, in re- 
ferring to “commercially marketable 
mineral product or products” meant 
to emphasize “mineral” and _ not 
“product or products.” Thus, in effect, 
the court said that depletion was to be 
taken on a gross income from the sale 
of the first commercially marketable 
mineral. It decided that cement was 
not a mineral and, therefore, in the 
case of cement rock, depletion must 
be computed on the reconstructed 
gross income from assumed sales of 
cement rock rather than the actual 
sales of finished cement. Shortly 
thereafter the Fifth Circuit, in the 
case of U. S. v. Merry Brothers Brick 
and Tile Company,® affirmed the posi- 
tion which it took in the Cherokee 
Brick and Tile case. The Fifth Circuit 
quoted extensively from the taxpayer’s 
brief indicating its agreement that de- 
pletion is not allowed “on a process or 
a product” but is a deduction per- 
mitted to compensate the mine owner 
for the exhaustion of his natural de- 
posit. The percentage of gross income 
from the property is merely a means 


of fixing the dollar value of the deduc- 
tion and was intended as a simple 
means for providing this figure. It 
pointed out that the processing which 
would be required by various mine 
owners around the country to obtain 
the first product marketable in com- 
merce would vary greatly from mine 
to mine but found that these variances 
could be taken into account in fixing 
the applicable depletion rates. 


The First Circuit Court of Appeals, 
several months later, reversed the de- 
cision of the Maine district court in 
Dragon Cement in a decision which in- 
dicated its wholehearted acceptance 
of the decisions of the Fifth Circuit.® 
It found, and rightly so, that the dis- 
trict court had read something into 
the statute which simply was not 
there, or perhaps more correctly had 
read something out of the statute in 
ignoring the words “product or prod- 
ucts.” This reversal, after similar 
failures in Townsend v. Hitchcock Cor- 
poration,”° and U. S. v. Sapulpa Brick 
and Tile Corporation," just about put 
to rest any chance which the Treas- 
ury Department had for rewriting 
the statutory definition of gross in- 
come from the property through judi- 
cial legislation. One last attempt was 
made, however, when the Treasury 
Department requested that the Su- 
preme Court of the United States 
grant certiorari in Merry Brothers, 
Sapulpa and Dragon Cement, not be- 
cause of any conflict in the circuit 
courts but because of the Treasury 
Department’s insistence that their mis- 
interpretation of the statute was 
detrimental to the revenues. The 
Supreme Court of the United States 


denied the application for certiorari 


en 


*56-2 ustc J 9866, 144 F. Supp. 188, va- 
cated and rem’d, 57-1 ustc 9674, 244 F. 2d 
514, cert. den., 355 U. S. 833 

*57-1 ustc { 9527, 242 F. 2d 708, aff’g 56-2 
ustc § 9821, 145 F. Supp. 186 (DC Ga.), 
cert. den., 355 U. S. 824. 
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and thus put the last nail in the coffin 
of the government’s theory that min- 
ing processes, as used in the percent- 
age depletion provisions, could not 
include manufacturing processes un- 
less specifically referred to in the stat- 
ute. This, of course, was the thrust 
of the government’s argument in both 
Cherokee Brick and Tile and Dragon 
Cement Company, although the argu- 
ments were stated in somewhat dif- 
ferent fashion. 


Treasury Countermeasures 


Extensive litigation in the percent- 
age depletion area has succeeded in 
weaving a fabric of law that has the 
strength of logical development and 
the clarity of articulated precedent. 
The Treasury, however, is wholly dis- 
satisfied with the pattern of the law. 
To undo what has been done, the 
Treasury is currently pressing several 
theories in the courts and concur- 
rently is seeking a revision in the 
definition of mining contained in Sec- 
tion 613. 

If the Treasury is successful in its 
attempt to persuade a court to adopt 
a new interpretation of the existing 
statute, it will again throw this entire 
field into turmoil until there has been 
some authoritative pronouncement by 
the Supreme Court. It is unlikely that 
a single decision by the Supreme Court 
would suffice to settle the many is- 
sues which have arisen, and, there- 
fore, it is predictable that many years 
would pass before a new interpreta- 
tion could reach the stage of crystalli- 
zation which has presently been 
reached by the courts. 


If the Treasury succeeds in its at- 
tempt to obtain legislative revision of 
the definition of mining, the instruc- 
tion obtained in the many cases liti- 
gated to date will be lost. The existing 


definition of gross income from the 
property has been part of the law 
since 1943; only now is its interpreta- 
tion being crystallized. It seems 
predictable that an equal period of 
time and litigation would be required 
for interpreting the Treasury’s new 
statutory proposal. 


Furthermore, if the Treasury should 
succeed in either of these attempts, 
the computation of percentage deple- 
tion would involve questions of valua- 
tion at least as complex as those involved 
in determining discovery depletion 
which Congress has tried to avoid 
through use of percentage depletion. 


“Least Processing'’ Theory 


To get at what it considers an ac- 
ceptable interpretation of the phrase 
“first commercially marketable prod- 
uct,” the Treasury has presented one 
interpretation after another with al- 
most uniform lack of success. The 
latest theory advanced appears to 
have been first urged in Richland Shale 
Products Company v. U. S.%* The gov- 
ernment has named it the “least proc- 
essing” theory. 

The theory proceeds on the as- 
sumption that for any one particular 
mineral there is a single product 
which is marketable in commerce and 
which can be obtained from the crude 
mineral with the least processing. 
Where many products may be pro- 
duced from a single mineral, whether 
by any particular mine owner or by 
many, it may be very difficult to de- 
termine which one involves the least 
processing. The Treasury Depart- 
ment apparently operates on the rule 
of thumb that the product which sells 
at the cheapest market price is the one 
which has received the least processing. 

The Treasury Department’s initial 
attempt to obtain court approval of 





* 58-2 ustc J 9931, 168 F. Supp. 731 (DC 
S.C... 
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the “least processing” theory failed. 
The South Carolina district court could 
not reconcile this theory with the fact 
that the existing statute permits de- 
pletion on the gross income from the 
commercially marketable products and 
does not limit the depletion to the 
gross income from the sale of a single 
product. It also appears that the 
court may have been impressed by the 
fact that the Treasury Department 
had not raised this theory at any time 
prior to that case during the 15 years 
that this definition of mining had been 
on the statute books. Although this 
case presented what is apparently the 
government’s current theory with re- 
spect to the definition of gross income 
from the property, it has elected not 
to appeal this case. The abandon- 
ment of this case, however, appar- 
ently does not mark its abandonment 
of the theory, as it claims to be press- 
ing for the adoption of such theory in 
the Seventh Circuit Court of Appeals 
in the case of Cannelton Sewer Pipe 
Company v. U. S.,%* which was decided 
against the government by a district 
court in Indiana in June, 1958. 


The way in which this new theory 
differs from that contended for by the 
government in the Cherokee Brick and 
Tile case, and others of similar im- 
port, can perhaps best be illustrated 
by analogy. A group of people begin 
traveling down a road together ; com- 
ing to forks in the road the group 
separates and parts of the group go 
in different directions; the forking 
process occurs several times, each 
time separating the travelers into 
smaller groups; some members stop 
at particular points, others go further. 


Mines, in many instances, produce 
a variety of products. Beginning with 
the mineral in the raw stage, processing- 
wise it is brought up to a certain 
refinement point, at which point, de- 
pending upon the ultimate product, 


The plaintiff here would have his 
proverbial cake and the enjoyment 

of the consumption of the 
same.—Judge McCarthy in Walen v. 
U. S., 59-1 USTC 7 9341. 


it separates and goes different process- 
ing routes; along these routes, some 
of the mineral will be sold off in 
intermediate stages and the rest further 
upgraded. 


Prior to the flowering of the least- 
processing theory, the government 
had always contended for a cutoff 
point in the actual processing em- 
ployed by the taxpayer-mine owner. 
Thus, of the people in the original 
group setting out down the road some 
would be considered to have stopped 
at an earlier point in their journey, at 
which place they had reached the 
point of a commercially marketable 
product. Usually, though not always, 
this was a point at which some of the 
original group had in fact stopped and 
the products thereby represented sold. 
Where this point could be established 
to be at a place before a fork in the 
road at which the group parted com- 
pany, then the entire product of the 
mine would be considered to have 
been sold at that point for the same 
market price. However, if there was 
no point on that road prior to the 
fork at which a commercially market- 
able product was reached, then a sepa- 
rate point would have to be established 
for each of the roads leading away 
from the fork in the original road. 


Under the government’s new theory 
of least processing, if there is no point 
on the road prior to the fork at which 
a commercially marketable product is 
reached, then some or all of the indi- 
viduals in the original group are theo- 
retically rerouted to a single road 
leading to a marketable product, 
whether or not any of the members 








* 58-2 ustc {J 9676. 
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of the group actually travelled that 
road. 


This theory introduces great com- 
plexities into the statute. The theory 
makes necessary a determination of a 
fictitious selling price for many mine 
products, necessitating computation 
with respect to a product which is 
never produced by the taxpayer from 
his own mine and which is not a stage 
through which his ultimate product is 
processed. Furthermore, determina- 
tion of net income from the property 
for purposes of applying the depletion 
limitation would require ficticious 
computations in order to determine 
what the net income from the prop- 
erty would have been had the tax- 
payer produced the product involving 
the least processing instead of the prod- 
uct which the taxpayer actually pro- 
duced. If this theory should be 
adopted, then Congress’ original aim 
of simplifying the computation of de- 
pletion by the adoption of a percentage 
of gross income method would be lost 
and far more complexities would be 
introduced than were present in the 
original discovery depletion concept 
which involved valuation of the mineral 
deposit. 


It would seem that the government 
would be far better off in accepting 
the concept of first commercially mar- 
ketable products as developed by the 
courts and then seeking to establish 
that the product of the mine in its 
crude state has a market before these 
individuals comprising the group come 
to the fork in the road leading off to 
the variety of products produced by 
the mine owner. Thus, in the Rich- 
land Shale case, the government might 
have established that the clay itself has 
a market. This same argument could 
be presented in the Cannelton Sewer 
Pipe Company case, and it would be 


Today many Americans are heeding 
what Tolstoy called ‘‘the second 

voice."’ They squirm away from the 
reality of the sacrifice in taxes and 
goods which must be made. They try 
to find an escape in criticism 

and doubting.—Ralph McGill, in the 
Washington Post, April 30, 1959. 


possible for the court to decide this 
case in favor of the government with- 
out adopting the least-processing 
theory if the facts would support such 
a result. 


The Cannelton case is one of the few 
cases in which the government has 
faced up to the holding of the various 
courts which have defined gross in- 
come from the property and made an 
attempt to use such decisions to its 
advantage. It is now on appeal to 
the Seventh Circuit. Although the 
government calls its theory in that 
case the least-processing theory, it is, 
in fact, nothing more than an attempt 
to cut off the processing of the tax- 
payer at a point before the processing 
reaches a fork in the road. This at- 
tempt to cut off the mining process 
at this point is based on evidence sub- 
mitted by the government in the district 
court as to the commercial market- 
ability of the crude clay and shale 
which the taxpayer mined and used 
in producing various vitrified products 
such as sewer pipe, flue lining, wall 
coping and filter blocks. In making 
its argument, the government con- 
tended that a decision of the Fifth 
Circuit Court of Appeals in Alabama 
By-Products Corporation v. Patterson * 
established that any sales, however 
small, of a product of a mine will estab- 
lish that such product is a commercially 
marketable one. Actually, this case 
does not so hold because the question 
of whether the particular product was 





*58-2 ustc 79799, 258 F. 2d 892, aff’g 
57-2 ustc § 9706, 151 F. Supp. 641 (DC 
Ala.), cert, den., 79 S. Ct. 318. 
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a commercially marketable product 
was not in issue. The court only de- 
cided whether small numbers of sales 
in a local market area would establish 
a representative field price within the 
meaning of the regulations in comput- 
ing the gross income from the prop- 
erty where most of the mineral from 
the mine is processed beyond the first 
commercially marketable stage. How- 
ever, in spite of the fact that this case 
does not stand for such a proposition, 
it would seem that there is some 
merit to this contention of the govern- 
ment, so long as the sales are at prices 
which are sufficiently high for the tax- 
payer to profitably operate a mine. It 
would be necessary to distinguish 
these sales from the many sales which 
mine owners make of waste products 
of the mines. Such sales do not con- 
tribute to the profits of the mine 
except to the extent that they help 
defray overhead and would not profit- 
ably support the operation of a mine 
if all of the products were sold at that 
price. If this were the fact, then, 
although the product might be a mar- 
ketable one, it would not be com- 
mercially marketable. Although the 
government lost in the district court 
on the evidence presented there, it 
marks a change in approach to these 
cases which, if followed through, would 
go a long way toward producing a uni- 
form administration of this provision. 


In Riverton Lime and Stone Com- 
pany, Inc.,*° the government was suc- 
cessful in cutting off the mining 
process through proof that one of the 
products in the taxpayer’s change of 
processing was a commercially mar- 
ketable product even though most of 
this product was further processed 
by the taxpayer. This case should 
have given encouragement to the gov- 
ernment in its attempt to apply the 
depletion statute uniformly to mine 
owners throughout the country. If 


* CCH Dec. 22,392, 28 TC 446. 
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this approach were to be accepted by 
the Commissioner, it would be pos- 
sible for most taxpayers operating 
mines to determine with reasonable 
accuracy the marketable product, and 
the market price for such product, on 
which it should compute its depletion 
allowance. 


Legislative Proposal 


The Treasury Department’s frantic 
policy of appealing to the courts to 
adopt one interpretation after another 
of the phrase “first commercially mar- 
ketable mineral product” has pro- 
duced no result satisfactory to the 
Treasury. In this respect the Treas- 
ury Department resembles a small 
dog chasing its own tail. A great deal 
of activity results in no satisfactory 
progress for the dog. In the case of 
the Treasury Department, its active 
pursuit of this elusive phrase “first 
commercially marketable product or 
products” has left it still one step 
behind its progress in the courts. 
Most puppy dogs eventually find out 
that they get far more value from 
their tail if they grin and bear it, stand 
up and wag it vigorously. The Treas- 
ury Department has had this “tail” 
for almost 15 years and has only now 
decided that it cannot live with the 
tail. Its solution is to ask Congress 
to cut off the tail. 


Under present Section 613, the 
Code-specified depletion percentages 
are applied to the “gross income from 
the property” which as to extractors 
means income from mining. As the 
statute presently stands, mining is 
considered to include three types of 
activity: (1) extraction of the ores or 
minerals from the ground, (2) ordi- 
nary treatment processes normally 
applied in order to obtain the com- 
mercially marketable mineral product, 
and (3) transportation from the point 
of extraction to the processing center. 
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The Treasury Department has pro- 
posed to the House Committee on 
Ways and Means in the current ses- 
sion of Congress that Section 613 be 
amended. The proposal does not 
essentially change the first and third 
types of mining activity, but it aims 
at substantially altering and limiting 
the scope of the treatment processes 
which may be considered in the per- 
centage depletion base. 


Section 613(c)(4) presently pro- 
vides that ordinary treatment proc- 


esses shall include certain listed 
processes. The wording of the sub- 
section and the decided cases make it 
clear that the listed processes are not 
exclusive and other processes may 


qualify. 


To accomplish its limiting purpose, 
the Treasury Department proposes to 
alter the section to provide that only 
the processes specifically listed will 
be considered within the term mining, 
and proceeds to list, in detail, all qual- 
ifying processes.”® 





*If this bill should Sec. 613(c) 


would look as follows: 


(c) Dertnition or Gross INCOME FROM 
Property.—For purposes of this section— 


(1) Gross INCOME FROM THE PROPERTY.— 
The term “gross income from the property” 
means, in the case of a property other 
than an oil or gas well, the gross income 
from mining. 


(2) Mrntnc.—The term “mining” means 
the extraction of the ores or minerals from 
the ground, the treatment processes con- 
sidered as mining described in paragraphs 
(3) and (4) and so much of the trans- 
portation of ores or minerals (whether or 
not by common carrier) from the point of 
extraction from the ground to the plants 
or mills in which such treatment processes 
are applied thereto as is not in excess of 
50 miles unless the Secretary or his dele- 
gate finds that the physical and other re- 
quirements are such that the ore or mineral 
must be transported to a greater distance 
to such plants or mills. 


(3) TREATMENT Processes CONSIDERED AS 
Mininc.—The following treatment proc- 
esses where applied by the mine owner 
or operator with respect to the minerals 
or ores extracted from the ground by 
him shall be considered as “mining”: 

(A) In the case of coal—cleaning, break- 
ing, sizing, dust allaying, treating to prevent 
freezing, and loading for shipment; 

(B) in the case of sulfur recovered by 
the Frasch process—pumping to vats, cool- 
ing, breaking, and loading for shipment; 

(C) in the case of all other minerals or 
ores—(i) where applied to crude minerals 
or ores—crushing, grinding, sorting, screen- 
ing, washing, and drying to remove free 
moisture; (ii) beneficiation by concentra- 
tion, and the processes necessary thereto; 
(iii) beneficiation by cyanidation, leaching, 
crystallization, or precipitation, and the 
processes necessary thereto; (iv) any addi- 


pass, 
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tional process, if necessary, to bring the 
mineral or ore to form and condition suit- 
able for shipment; and (v) loading for 
shipment. For purposes of this subpara- 
graph, the term “beneficiation by concen- 
tration” means the application of processes 
solely for the purpose of eliminating waste, 
or separating the mineral or ore from other 
minerals or ores, by gravity, flotation, 
amalgamation, .electrostatic means, mag- 
netic means, or substantially equivalent 
processes. The processes referred to in 
(iv) are those processes which are neces- 
sary to bring the mineral or ore to the 
physical form and condition in which it is 
capable of being transported as distin- 
guished from those processes applied to 
make the mineral or ore saleable. The 
term “loading for shipment” shall not in- 
clude the cost of packaging unless other- 
wise provided for under (iv), nor shall it 
include the cost of containers, bags, or any 
similar items; 

(D) the pulverization of talc, the burning 
of magnesite, the furnacing of quicksilver 
ores, and the sintering and nodulizing of 
phosphate rock. 

(4) TREATMENT Processes Not CONSIDERED 
As Mrininc.—The following treatment proc- 
esses shall not be considered as “mining”: 


(A) In the case of all minerals or ores— 
electrolytic deposition, roasting, calcining, 
thermal or electric smelting, refining, polish- 
ing, fine pulverization, blending with other 
materials, treatment effecting a chemical 
change, thermal action, and molding or 
shaping, unless such processes are other- 
wise provided for in paragraph (3); and 

(B) notwithstanding any other provi- 
sions of this subsection, any treatment 
process which follows a process that is not 
considered as “mining” will not be con- 
sidered as mining for the purpose of this 
subsection. 

(Continued on following page) 
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In the case of coal, the treatment 
processes described by the new pro- 
posal are the same as those provided 
by the existing statute as being in- 
cluded in ordinary treatment proc- 
esses. The same thing is true in the 
case of sulphur recovered by the 
Frasch process. As in the present 
statute, the proposal permits, as min- 
ing, pulverization of talc, burning of 
magnesite, the sintering and noduliz- 
ing of phosphate rock and the furnac- 
ing of quicksilver ores. In addition, 
in one form or another, the Treasury’s 
proposal includes most of the proc- 
esses listed in Section 614(c)(4)(C) 
and (D) of the present Code. 


In spite of the fact that it purports 
to provide a complete specification of 
the processes considered mining, the 
Treasury's proposal does include a 
general catchall provision which has 
no counterpart in the existing statute. 
This general provision is to apply to 
all minerals and ores except those, 
such as coal, for which specific treat- 
ment processes are prescribed. It 
would include as mining “any addi- 
tional process, if necessary, to bring 
the mineral or ore to form and condi- 
tion suitable for shipment.” This is 
limited by the statement that it refers 
only “to the physical form and con- 
dition in which [the mineral] is 
capable of being transported as dis- 
tinguished from those processes ap- 
plied to make the mineral or ore 
saleable.” 


The Treasury proposal also pre- 
scribes certain processes which will 
not be considered as mining unless 
they are otherwise provided for in the 
specific processes said to be included 
as mining. The proposal retains the 
existing exclusions and adds the fol- 


The judicial process demands that 

a judge move within the framework of 
relevant legal rules and the 

covenanted modes of thought 
ascertaining them. He must think 
dispassionately and submerge private 
feeling on every aspect of a case.— 
Felix Frankfurter, in 343 U. S. 451. 


lowing ones: “polishing, fine pulver- 
ization, blending with other materials, 
treatment effecting a chemical change, 
thermal action, and molding or shap- 
ing.” 


Still another new provision then 
applies a cutoff theory by providing 
that if at any stage in the processing 
of a mineral a process is used which 
is not a treatment process prescribed 
by the statute, the mining process 
ends and no further process will be 
considered mining, even though it 
might otherwise be an allowable treat- 
ment process. 


It is not surprising that this Treas- 
ury proposal met with considerable 
opposition at the hearings held by the 
House Ways and Means Committee. 
Although most of the opposition ob- 
jected to removing marketability as a 
test of the stage at which mining 
stops, some witnesses, including the 
American Mining Congress, indicated 
approval of that purpose for the pro- 
posed legislation. However, the AMC 
specifically conditioned such approval 
on its understanding that there would 
be substituted “an adequate enumer- 
ation in the statute of those treatment 
processes which properly are to be 
considered as mining.” It then gave 
a number of examples which point 
out how difficult it will be to enumer- 
ate completely all of the processes 





(Footnote 16 continued) 
(5) EXTRACTION OF THE OrES OR MINERALS 


FROM THE GrounD.—The term “extraction 
of the ores or minerals from the ground” 
includes the extraction by mine owners or 
operators of ores or minerals from the 
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waste or residue of prior mining. The pre- 
ceding sentence shall not apply to any such 
extraction of the mineral or ore by a pur- 
chaser of such waste or residue or of the 
rights to extract ores or minerals there- 
from. 
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which are intended to be mining. In 
fact, it ‘stated: “It is impossible to 
name and classify all the countless 
little actions and processes properly 
considered as part of the mining proc- 
ess.” Therefore, it found it necessary, 
in any event, to revert to generaliza- 
tions with regard to mining. 


This is in accordance with the tenor 
of most of the objections to the new 
legislation, which is that any attempt 
to be specific as to the processes in- 
cluded in mining will only result in 
excluding many legitimate mining 
functions which Congress would not 
intend to omit from the depletion 
“base.” 


It is interesting to note some of the 
generalities that the American Min- 
ing Congress submitted to the House 
Ways and Means Committee as being 
necessary for the depletion statute if 
the test of marketability was to be 
eliminated. First, it suggested that 
mining should include, “the processes 
necessary, appropriate, or incidental 


thereto [the other enumerated treat- 
ment processes], even though such 
processes, such as thermal action, are 


otherwise on the prohibited list.” 
Second, it recommended the addition, 
as allowable mining processes, of 
“processes or combinations of proc- 
esses which as to the particular min- 
eral involved produce substantially 
equivalent results” to the listed proc- 
esses. Third, it suggested broadening 
the already general provision with 
regard to processes necessary for 
bringing the mineral or ore to form 
and condition suitable for shipment 
by stating that such processes include 
those which are utilized to make the 
mineral readily capable of being trans- 
ported. Fourth, it recommended that 
the term mining should not be defined 
as “meaning” extraction, treatment 
and transportation processes, but be 
defined as “including” such things. 
This would leave the courts free to 
find that other processes were in fact 
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mining although not specified as such 
by the statute. 


We believe that, as in the case of 
so many statutory changes, the one 
recommended by the Treasury or, to 
an even greater extent, that which the 
American Mining Congress recom- 
mends will result in very little benefit 
either to the affected taxpayers, the 
unaffected taxpayers or the revenue. 
The greatest benefit again will prob- 
ably be to the many tax accountants 
and lawyers who will be provided 
many years of work in interpreting 
and reinterpreting the statute, both in 
and out of the courts. It is difficult to 
understand why the Treasury Depart- 
ment, when it has spent so much time 
and effort in obtaining court interpre- 
tations of the present definition of 
mining, should want to throw all of 
this out of the window in order to 
reduce depletion deductions. It would 
seem that it would be so much easier 
to accomplish the same result by re- 
ductions of the percentages wherever 
the total depletion appears to be out 
of line with that permitted other mine 
owners and operators and by leaving 
the method for computing the deple- 
tion base to a statute which has been 
more or less uniformly interpreted by 
the courts. 


Secretary of the Treasury Ander- 
son, in proposing his new definition 
of mining, explained: “It is now ap- 
parent that manufacturers . . . may 
obtain depletion allowances based on 
gross income ... from the sale of 
finished products. This can only re- 
sult in increasing the depletion deduc- 
tion for all minerals several fold—in 
extreme cases as much as 100 times. 
If. permitted, the revenue losses will 
indeed be serious.” 


On its face, this would appear to 
be a logical and reasonable purpose 
for offering a redefinition of mining. 
Few people would take the position 
that the value of a manufactured ar- 
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Law is dynamic. It gathers ‘‘meaning 
from experience."' The 

scientific advances of the first 

half of the 20th century . . . 

will not leave society and economics 
unchanged. Nor will law be left 
unchanged. Certainly the field of law 
has felt the impact of these new 
forces, as has government. But 
however the tornado may toss the sea, 
it remains the sea. However strong 

the pressures of change, the basic 
concepts of justice remain 

unimpaired and adaptable to changing 
circumstances.—Stanley F. Reed. 


ticle, which value has been created by 
the manufacturing process, should be 
allowed as a deduction against the 
manufacturing income. Depletion, 
aside from various public policy argu- 
ments for underwriting some of the 
risk of exploration and development, 
should be designed to recover for the 
mine operator the lost value in his 
natural resources by virtue of his 
using them up. 


Secretary Anderson’s statement of 
the reasons for adopting the new defi- 
nition of mining is not realistic in its 
premise: Deduction of a flat percent- 
age of the gross income from the sale 
of a finished manufactured product 
will necessarily permit the deduction 
of a part of the value added to the 
natural resource by the manufactur- 
ing processes applied to it. 


Gross income has no necessary rela- 
tionship to the value of the natural 
resource except that its value is obvi- 
ously included in the gross selling 
price. In fact, gross income from the 
sale of the mineral product includes 
three elements: (1) value of the ore 
or mineral in natural state (2) costs 
in processing and transporting the 
mineral and (3) profit. With respect 
to one mineral, costs of removing the 
mineral from deposit might be 50 per 
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cent of its gross selling price; in the 
case of a second mineral the cost of 
removal from the deposit might be 
only 20 per cent of the gross selling 
price. In the first case, assuming rea- 
sonable profit on the process of ex- 
traction at 20 per cent of removal 
cost, 40 per cent of the gross selling 
price would represent the value of the 
mineral (removal cost, 50 per cent; 
profit from extraction, 10 per cent; 
mineral value, 40 per cent). In the 
second case, upon the same assump- 
tion, 76 per cent of the gross selling 
price would represent the value of the 
mineral. 


To consider whether the present 
percentage depletion formula approx- 
imates the actual value of the mineral 
which is depleted by its use, it is nec- 
essary not only to look to the processes 
which are considered mining for pur- 
poses of determining the gross income 
from the mining but to consider the 
percentage of that gross income which 
the statute provides as the depletion 
deduction. It is the dollar result of 
the formula when measured against 
the value of the mineral depleted that 
is significant. Thus, if the Code per- 
mits deduction of 5 per cent of the 
gross income from the _ property, 
the remaining 95 per cent is, under the 
formula, considered to represent the 
cost of extracting the mineral and 
processing it plus a reasonable profit 
on those processes. If the dollar 
amount produced by multiplying this 
5 per cent against gross mining in- 
come is less than the value of the 
depleted mineral the deduction is in- 
sufficient regardless of the processes 
included in gross mining income. It 
is simply not realistic to say that 
because the base on which the per- 
centage is applied includes gross in- 
come derived from manufacturing 
profits that the deduction allowed by 
the statute automatically includes 
value attributable to those manufac- 
turing processes. It may or may not 
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include such value, depending upon 
whether the percentage of the gross 
income permitted as a deduction is 
small enough to leave sufficient gross 
income to offset the cost of the extrac- 
tive and manufacturing processes plus 
a reasonable profit on them. 


If the Treasury Department feels 
that too much depletion is allowed 
under the present formula for a par- 
ticular industry, it would be far easier 
to change the percentage to a more 
accurate estimate of the true value 
of the mineral than to attempt to 
completely redefine the base against 
which the percentage is applied. 


It would seem that the net income 
from the property bears a closer re- 
lationship to the value of the mineral 
deposit than does the gross income 
from the property. The net income 
is what is left after all of the costs of 
extracting and processing the mineral 
have been deducted. Therefore, re- 
gardless of the number or complexity 
of the manufacturing processes ap- 
plied to the mineral before its sale, the 
net income represents the value of 
the deposit itself plus the profit on the 
extraction and manufacturing proc- 
esses. The present statute limits the 
percentage depletion deduction to 50 
per cent of this net profit. Thus, it 
roughly assigns one half of the net 
income to the value of the mineral 
deposit and one half of it to the profit 
reasonably to be expected from the 
application of the extractive and 
manufacturing processes to the min- 
eral. It seems useless to contend, as 
the. Treasury apparently does, that 
this net income should be limited to 
the aggregate of the value of the min- 
eral itself plus the profit on the ex- 
traction processes. One product might 
require a very great expenditure in 
order to extract it and, therefore, the 
net income from its sale, exclusive of 
any net income from manufacturing 
processes, might be composed largely 
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of the profit to be expected from the 
extraction processes. Another min- 
eral might be removed very easily 
with very little expenditure of time 
and money and, therefore, the net 
income from the sale of such product 
would include very little profit from 
the extraction process. Therefore, 
even if all manufacturing processes 
were eliminated before computing 
gross income and net income from the 
property, the net income limitation 
of 50 per cent would still be inequi- 
table as between mine owners and 
operators, permitting one operator to 
deduct far more than the actual value 
of his mineral and another far less 
than the actual value of his mineral. 


Suggested Solution 


The problem raised by the Treas- 
ury Department merits attention; 
however, no sensible solution is pos- 
sible without consideration being 
given to the entire depletion formula. 
Furthermore, the best solution would 
be one which would not discard the 
developed case law as to depletion 
base. 

Beginning, as a starting point, with 
the gross income from the extractor’s 
first commercially marketable min- 
eral product, net income from mining 
would be determined by subtracting 
the cost of treatment processes actu- 
ally applied; a percentage of direct 
costs (based upon comparison with 
other industries) would be treated as 
profit arising out of processing the 
mineral; and the balance of the net 
income, representing the value of the 
mineral, would be allowed as a deple- 
tion deduction. 


Under this proposal, the factor of 
gross income from the property would 
be used only as a starting point to 
get to net income, recognizing that 
gross income has no easily predictable 
relationship to the value of the min- 
eral. Net income would be substituted 
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since it bears a more direct relation- erty would be left to represent the 
ship to the value of the mineral. value of the mineral. 
Although difficulties would be met in We emphasize that this proposal 
working out percentages of profit at- js based on the assumption that the 
tributable to extracting and processing discovery value of the minerals should 
the mineral, substantial and reliable pe recovered tax-free by the mine 
statistical data is available for this ower This concept has been in the 
purpose. Once these were realistically 43, Jaws almost from their inception ; 
fixed, the formula would produce a gata ‘ a 
> : and it is not the purpose of this 
deduction which directly measures : : . }. 
article to discuss the merits of this 
and returns the value of the mineral ‘ : dee aah 
Hs ie type of depletion, as distinguished 
in unextracted form. : : 
from cost depletion, which recovers 
tax-free for the mine operator only his 
cost of the minerals in place. Obvi- 
ously our proposal would require a 
great deal of refinement and polishing 
before it would make an acceptable 
depletion statute. However, we be- 
lieve that, if nothing else, this pro- 


If this proposal were adopted, it 
would eliminate much of the dispute 
as to where the mining processes end. 
For the most part, the gross income 
from the property would be consid- 
ered to be the gross sales of the tax- 
payer from whatever products he 
produced from his mine. The more 


manufacturing processes employed by Pal should serve to point up the lack 
the mine owner, the greater would be Of understanding of the depletion de- 
the portion of the net income from the duction evidenced by the Treasury 
sales which would be attributable to Department’s proposed legislation to 
the profit from such processes. Thus, redefine gross income from the prop- 
less of the net income from the prop-_ erty. [The End] 


TRENDS IN PUBLIC EXPENDITURES UPWARD 

In a paper projecting the public budgets over the next 
decade, the Committee for Economic Development states that 
federal expenditures could reach $115 billion in 1968 with a 
deficit of more than $10 billion. State and local expenditures 
are estimated to rise from $40 billion in fiscal 1960 to $54 
billion in 1968, or by 35 per cent. At present tax rates, the 
combined deficits of the states and local governments could 
increase from about $1.5 billion in the current fiscal year to 
almost $3.5 billion in fiscal 1964, and remain at about that level 
through 1968. All estimates are made in December, 1958 
prices. 

For many years, the CED has urged that the federal 
budget should contain estimates of expenditures and revenues 
for a period of at least five years ahead in order to facilitate 
the making of budgetary decisions. The CED insists that such 
questions as whether the present budget problem is temporary 
or likely to last for a long time, whether we are starving 
essential programs or have committed ourselves to a rate of 
expenditure growth that will cause persistent budgetary diffi- 
culties, and whether taxes should be raised or held at present 
rates or lowered, cannot be answered on the basis of the 
budget figures for one year alone. 
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Tips on a Refund Suit 
in the District Courts 


By RICHARD M. ROBERTS 


This article discusses the policies and procedures of the Department of Justice 

in handling tax refund suits in district courts, an increasingly used 

forum for tax litigation. The commentary was the basis of a seminar conducted 
by the Tax Section of the Columbus (Ohio) Bar Association 

on December 6, 1958, under the chairmanship of R. T. Boehm. Mr. Roberts 

is chief of the Claims Section of the Tax Division of the 

Department of Justice. The views expressed are his own and do not necessarily 
represent the views of the Department of Justice. 


rr. HE INCREASING VOLUME of federal tax litigation in the 

district courts all over the nation renders helpful to more and 
more lawyers a knowledge of the policies and procedures of the 
Department of Justice in handling a district court refund suit. Litiga- 
tion in the Court of Claims has its own special problems.’ Most tax 
lawyers have a basic knowledge of the Tax Court procedure. In recent 
years, district court tax refund procedure has become increasingly 
important as more attorneys turn to this forum to litigate tax cases. 


The claim for refund is the keystone of a taxpayer’s complaint in 
a district court or the Court of Claims. No ground for refund may 
be considered by the court unless it has first been included in the claim 
for refund. Many refund suits have been dismissed because there 
was a variance between the grounds stated in the claim for refund 
and those contained in the suit. Courts will sometimes lean over back- 
wards to rule that there is no variance and thus allow the taxpayer to 
have his day in court. However, this problem could have been avoided 
by the attorney carefully drafting the claim for refund. 


Formerly, a question often arose over the suit being brought 
against the United States or the district director of internal revenue. 
The district director can only be sued in the district where he resides, 
and the United States can only be sued in the district where the plain- 
tiff resides. Before 1954 a plaintiff could not obtain a jury trial where 
the United States was the defendant. However, Congress has now 





*See Larramore, “The United States Court of Claims,” 30 Ohio Bar Associa- 
tion Report 854 (1957). 

* Real Estate-Land Title & Trust Company v. U. S., 40-1 ustc § 9184, 309 
Wuise aoe 

*28 USC Secs, 1391 and 1402. 
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allowed either party to ask for a trial 
by jury no matter who is the defend- 
ant. This caused some problem where 
the district director resided in a dis- 
trict several hundred miles removed 
from the residence of the taxpayer. 

Attorneys sometimes make their 
complaints either too long or too short. 
Some complaints are filed with six or 
seven counts and 30-40 paragraphs in 
each count. Where several years are 
involved, it is advisable to make each 
year a separate count. However, the 
cases are rare indeed where it is neces- 
sary to use 30 or 40 paragraphs to 
state a cause of action. On the other 
hand, some complaints are drawn with 
only three paragraphs. Usually after 
this sketchy complaint, the taxpayer's 
attorney will follow with a long list 
of requests for admissions. There are 
several drawbacks to either type of 
complaint. Use of either type will 
generally provoke opposing counsel, 
as well as some judges. Furthermore, 
lawyers ought not forget that in many 


jurisdictions the pleadings are sent to 


the jury room with the jury. Once 
there, few jurors will read through a 
long and involved complaint, much 
less understand it, nor will they get 
much out of an abbreviated com- 
plaint. Rule 8 of the Federal Rules 
of Civil Procedure requires that a 
complaint shall contain “a short and 
plain statement of the claim showing 
that the pleader is entitled to relief. 
” ‘To follow this rule should not 
be difficult. 

After the complaint has been filed, 
both the district director and the 
United States have 60 days within 
which to answer or otherwise plead. 
A private litigant, of course, only has 
20 days to answer. In years prior to 
1953, it was not uncommon for the 
government to request two or more 
extensions of 60 days each to answer. 
This was generally caused by delay 
in locating the files containing the 
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| believe that the American public 
has a better understanding of the 
sacrifices required for the 

defense of freedom than many of its 
leaders, and is willing to pay 

more taxes to finance Government 
programs which are essential 

to fulfill the international and 
domestic responsibilities of the 

United States —Richard L. Neuberger. 


necessary information. Since 1953 
we have succeeded in reducing such 
extensions ; today it is very infrequent 
that the government asks for an exten- 
sion of time to answer. This has been 
accomplished through cooperation of 
the Internal Revenue Service in ob- 
taining the files quickly, and by our 
attorneys going over to the offices of 
the Chief Counsel to obtain the in- 
formation from the files prior to their 
being forwarded to us. 


If the government by its answer 
denies facts you feel we should know, 
or denies them for lack of knowledge, 
this should not be cause for much 
concern, Denials may be caused by 
files being incomplete, combined with 
a lack of time to obtain the needed 
information before the answer is due 
to be filed. If you believe we know 
facts, or should know some we have 
denied, a good procedure is to draw 
up a proposed stipulation and submit 
it for approval. The sooner this is 
done the better, for it gives the De- 
partment a chance to have the Reve- 
nue Service verify any facts contained 
in the stipulation which are not dis- 
closed by the file furnished us by the 
Service. However, don’t ask us to 
stipulate the government out of court. 


Once the material is available to 
prepare an answer, the government 
attorney must determine whether to 
file a preliminary motion prior to an- 
swering. We might file a motion to 
dismiss for a number of reasons: 
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(1) The action may be against a 
district director to whom the tax was 
not paid. This generally occurs when 
the director to whom the tax has been 
paid has been replaced by a new director 
and the new one is named defendant.* 

(2) The grounds for recovery may 
not be the same as those set out in 
the claim for refund.°® 

(3) The full tax may not have been 
paid. The Supreme Court has re- 
cently ruled that the full assessment 
must be paid before a suit for refund 
may be maintained.® 

(4) A previous action by the tax- 
payer may be res judicata or may be 
a proper basis for asserting collateral 
estoppel.’ 

We must also determine whether 
the government should demand a jury 
trial if the plaintiff has not. Normally, 
the government does not demand a 
jury trial. However, certain excep- 
tions are made. If the plaintiff is a 
known notorious person, the govern- 
ment might believe a jury trial to be 
to its advantage. In some areas, the 
government has found that a jury 
trial is to its advantage in almost 
every case involving questions of fact. 

Once the answer has been filed and 
the issues joined, taxpayer’s counsel 
ought to consider whether to try to 
settle the case. Most cases are sus- 
ceptible of settlement. If you are going 
to make an offer, the earlier you do 
so the better. The settlement pro- 
cedures in tax cases require 30-60 days 
to process the average offer. Unless 
a court will continue a trial for con- 
sideration of the offer, a last-minute 
offer cannot be considered. Court- 
house-step settlements, are impracticable 
in tax cases. Some take considerably 
longer if further investigation is neces- 


sary. First, we obtain the Revenue 
Service’s recommendation on whether 
the offer should be accepted. Then, 
the attorney to whom the case is as- 
signed writes the recommendation of 
the Trial or Claims Section, which is 
reviewed by the chief of the section. 
The recommendation then goes to the 
Compromise Section. In certain cate- 
gories of cases, the chief of the Com- 
promise Section can finally accept or 
reject the offer. In others, the final 
action is taken by the Assistant At- 
torney General in charge of the Tax 
Division and, in a few, final determina- 
tion is made by the Attorney General. 
In all offers calling for a refund of 
$100,000 or more, the case is sent to 
the Congressional Joint Committee on 
Taxation for its comment before it is 
accepted. In making an offer, there 
are several things to remember: 


(1) Generally it is better to make 
an offer in a flat dollar and cents 
amount rather than agreeing to give 
up on some issues if the government 
will give up on others. 

(2) The offer should cover both as- 
sessed tax and assessed interest. 


(3) The offer should state clearly 
whether interest is to be paid on the 
amount to be refunded. 


(4) The terms of the offer should 
be clear and unequivocal. 


Once settlement negotiations are 
over and the case is set for trial, the 
section handling the case determines 
which lawyer will appear to try the 
case. Generally, we try to have it 
tried by the attorney to whom the 
case is assigned, but this is not always 
He may be engaged in trial 
somewhere else; or several cases may 
be set for trial at one calendar in a 
given court and one attorney may be 


possible. 





* Brauch v. Birmingham, 43-1 ustc { 9446, 
49 F. Supp. 229. 
* Case cited at footnote 2. 
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*Flora v. U. S., 58-2 
U. S. 63. 


*Compare Commissioner v. Sunnen, 48-1 
ustc J 9230, 333 U.S. 591. 


ustc { 9606, 
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assigned to try all of them even though 
some will not be his own cases. We 
prefer to send a new man out with an 
older attorney the first time or so, but 
finally the day comes when he must 
go out on his own. Sometimes he is 
not the only one trying his wings for 
the first time. I remember one at- 
torney who was trying his first case 
and, while at the counsel table prior 
to trial, opposing counsel leaned over 
and informed him this was his first 
trial. After the trial was over, our 
attorney was asked by the judge to 
prepare the findings of fact and con- 
clusions of law because it was the 
judge’s first tax case. 

Of course, the larger and more 
difficult cases are naturally given to 
our more experienced attorneys. Their 
trial techniques vary as much as do 
those of private counsel. Naturally, 
their abilities vary also, In govern- 
ment service as in private practice, no 
two lawyers will try a case the same 
way. We do not attempt to tell our 
attorneys how to try their cases. Once 
in the trial, they are on their own. 

Many of the government’s counsel 
prefer to have the United States attor- 
ney, or one of his assistants, at the 
counsel table during a tax trial to as- 
sist in picking the jury and perhaps 
to make part of the final argument. 
In this manner we hope to lessen any 
prejudice that a juror may have against 
a government outsider coming in to 
try a case before them. As different 
courts prefer to do things in their own 
manner, local United States attorneys 
can guide Department of Justice counsel 
as to how the judge operates his court. 
For example, some judges require 
interrogation from the counsel table 
while seated; some want the lawyer to 
stand and some permit it to be done 
either way. Some judges conduct the 
voir dire examination themselves while 
some allow the attorneys to do it. 
There are any number of little things 
which makes a trial proceed more 
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The dogmas of the quiet past 

are inadequate to the stormy present 
. @s our case is new, 

so we must think anew and act anew. 

—Abraham Lincoln. 


smoothly if you know how they are 
done. 


The Tax Division is headed by an 
Assistant Attorney General, who is 
directly assisted by three principal 
assistants: first assistant, second as- 
sistant and an executive assistant. 
There are six sections within the divi- 
sion: (1) the Trial Section defends all 
civil refund suits; (2) the Criminal 
Section prosecutes criminal violations ; 
(3) the Appellate Section handles ap- 
peals from both the district courts 
and the Tax Court; (4) the Com- 
promise Section considers offers of 
compromise; (5) the Claims Section 
pushes the government’s claim for un- 
paid taxes in the courts and handles 
all civil tax cases in state courts and 
all tax work in the district courts 
except refund suits. There is also the 
Administrative Section which handles 
the administrative work of the division. 

Within both the Department and 
the Tax Division, we have many aids 
to our preparation for trial. The main 
Justice Department library is un- 
doubtedly one of the finest law libraries 
in the country. It contains all state 
court reports, as well as state statutes 
and digests. We have available all 
reference works, as well as American 
and English text books. In the Tax 
Division library we have the basic 
federal reports and texts on tax law. 
We have several special references 
devoted solely to the different revenue 
acts and their legislative histories. 
These sets were originally compiled 
by a member of the Tax Division, 
and since his retirement they have 
been kept up to date by a member of 
the Tax Division library staff. We 
keep a subject index of all briefs, both 
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district court and appellate, written in 
the division. The district court briefs 
are kept in a loose-leaf binder. The 
appellate briefs and records, includ- 
ing briefs and records in the Supreme 
Court, are kept in the library in bound 
volumes. Consequently, an attorney 
in the Tax Division can readily find 
in our library the legislative history 
of a section of the Revenue Code as 
well as draw full benefit from prior 
briefs on the same subject. Being 
able to do this saves our staff much 
effort and time in many instances. 

At trial, the government always sub- 
mits a motion for a directed verdict 
and, later, a motion of judgment not- 
withstanding the verdict in cases where 
it seems clear there is a factual dis- 
pute. We do this to preserve the 
question of the sufficiency of the evi- 
dence on appeal so the Solicitor Gen- 
eral’s office may argue this aspect if 
it deems it advisable to do so. 

Once a refund case is tried and won, 
we need only wait to see if the tax- 
payer is going to take an appeal. If 
he does not, we can close the case 
after the 60 days. If the government 
loses the case, then it must determine 
whether to appeal. Our approach is 
similar to the settlement method. We 
ask the Chief Counsel of the Internal 
Revenue Service for his views and 
recommendation, The trial attorney 
writes an appeal memorandum, which 
is reviewed in the section’s front office 
and then forwarded to the Appellate 
Section. This section reviews the file 
and recommendations and writes a 
memorandum for the Solicitor Gen- 
eral. The Solicitor General makes the 
final determination whether the gov- 
ernment should appeal. All this takes 
time; it accounts for the great num- 
ber of cases in which the government 
files a notice of appeal and then, later, 
often much later, dismisses the appeal. 


The assumption that respect for 

the judiciary can be won by shielding 
judges from published criticism 
wrongly appraises the character of 
American public opinion. 

For it is a prized American privilege 

to speak one's mind, although not 
always in perfect good taste, 

on all public institutions —Bridges 

v. California, 314 U. S$. 252 (1941). 


Lien foreclosure cases can be brought 
under 28 USC Section 2410 by a per- 
son having a lien against property 
against which the United States is 
asserting a tax lien. These “2410” 
cases have increased tremendously in 
recent years. In the fiscal year ended 
June 30, 1958, they accounted for 43 
per cent of the cases received by the 
Tax Division. In this type of pro- 
ceeding, there are several require- 
ments which have to be set out in the 
complaint before jurisdiction can be 
effectively acquired against the United 
States: 

(1) The lien of the United States 
must be described with particularity, 
that is, the complaint must allege the 
type of tax, the person against whom 
it is assessed, where it is assessed and, 
if recorded, the place of recordation. 

(2) The complaint must ask for a 
judicial sale of the property. 

(3) The complaint must be served 
by registered mail. 

There are several areas in the lien 
work where the law is unsettled. The 
courts of appeal in various circuits 
have split on whether a strict fore- 
closure pursuant to the terms of the 
mortgage or local state law wipes out 
the junior lien of the United States 
for taxes. The Sixth Circuit has held 
that a foreclosure under those circum- 
stances did not wipe out the junior 
tax lien.* The Fifth Circuit held the 








* Metropolitan Life Insurance Company v. 
U. S., 39-2 ustc § 9771, 107 F. 2d 311 
(CA-6), cert. den., 310 U. S, 630. 
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junior tax lien was wiped out in such 
circumstances.* The same issue was 
recently decided in the Ninth Cir- 
cuit," which reversed an unreported 
district court case. The government’s 
lien was not extinguished. The gov- 
ernment must have the opportunity 
to obtain the amount, if any, by which 
the value of the property exceeds the 
amount of the bank’s prior lien. The 
bank is not without remedy. Its in- 
terest in the property to the extent 
of the amount due under the trust 
deed and mortgages remains prior to 
the federal lien. It can commence an 
action to remove the lien under Sec- 
tion 7424 of the 1954 Code. It can 
file an application with the district di- 
rector of internal revenue for an ad- 
ministrative discharge of the property 
from tax liens under Section 6325(b) 
of 26 USCA. It can also bring a fore- 
closure suit joining the United States 
under 28 USCA Section 2410. 

The Department and the Revenue 
Service have been attempting to get 


ALIMONY ACROSS THE BORDER 


taxpayer’s counsel to secure releases 
of the property from the federal tax 
lien under the procedure authorized 
by the Internal Revenue Code, 26 USC 
Section 6325, instead of instituting a 
lien or mortgage foreclosure action. 
It saves the time and expense of 
naming the United States a party de- 
fendant; and a big advantage of the 
administrative discharge is that the 
government does not have the option 
to redeem the property within a year, 
which is permitted following a 2410 
foreclosure. 


Crowded dockets in the Tax Court, 
the quirks of juries, local twists and 
numerous other reasons account for 
the increasing amount of tax litiga- 
tion in the federal district courts. The 
Department of Justice, as your ad- 
versary, is engaged in our common 
goal of the proper administration of 
justice in the administration of the 
tax laws in the United States courts. 


[The End] 


A nonresident of Canada who receives alimony payments 
from a Canadian resident has to pay a 15 per cent tax on such 
payments, and it is the duty of the payer to withhold this tax 
and remit it to the Receiver General. 


This rule resulted in a curious situation for a United 
States citizen resident in Canada who paid alimony to his 
divorced wife in the United States as ordered by a United 
States court. The Canadian Minister of National Revenue 
informed the man that he was liable for the 15 per cent tax, 
but the taxpayer maintained that he would be faced with 
legal action in the United States if he withheld the 15 per 
cent from the payments to his former wife. An appeal was 
dismissed by the Tax Appeal Board, which stated that if he 
failed to pay the tax, he would be liable to the Crown. The 
fact that, through complying with the provisions of the Cana- 
dian Income Tax Act, he might incur liability to legal processes 
in a foreign jurisdiction was held to be of no concern to the 
Canadian taxing authorities. (Meyer v. Minister of National 
Revenue, CCH Canapian Tax Reports § 86-102 (1959).) 





*U. S. v. Bank of America, 59-1 USTC 
{ 9249. 


June, 1959 @ 


*U. S. v. Boyd, 57-2 ustc J 9791, 246 F. 2d 
477 (CA-5), cert. den., 355 U. S. 889. 
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Retroactivity 


in Federal Taxation: Part II 


By ALAN S. NOVICK and RALPH I. PETERSBERGER 


Mr. Novick is associated with the law office of 

Horvitz & Horvitz, Fall River, Massachusetts. Mr. Petersberger, who is 
a member of the American Bar Association, 

at present is serving in the United States Air Force. 


Presented here is the concluding in- 
stallment of an article sorting out the 
issues arising when, in the drafting or 
interpretation of a tax statute, an at- 
tempt is made to give it a retroactive 
effect. Last month the authors dealt 
with the constitutional limitations on the 
power to tax retroactively. Their re- 
view there showed that while Congress 
has the power to tax retroactively, the 
courts’ notions of due process of law 
have usually limited retroactivity to the 
calendar year, permitting longer periods 
of retroactivity only if no undue hard- 
ship results. In this final installment, 
the authors deal with the extraconsti- 
tutional limitations on the retroactive 
taxing power. Numerous references 
are made to retroactive dates that ap- 
peared in the Technical Amendments 
Act of 1958 prior to its passage. All- 
though many of these dates were 
brought forward prior to enactment, the 


™ Goshen v. Stonington, 4 Conn. 209 (1822). 
To the argument that even though the stat- 
ute (which made valid marriages performed 
by an itinerant minister) was not unconstitu- 
tional, it should not be upheld because it 
takes away a right or creates a burden or 
liability, the court says (at p. 217): “This 
ground is untenable. The intention of the 


Retroactivity 


article still provides a thought-provok- 
ing discussion of the general problem 
of retroactivity, for Congress perenni- 
ally enacts tax laws.—Editor. 


IV. Extraconstitutional Limitations: 
Notice and Fairness in the Exercise 
of Legislative Discretion 


Role of Reliance 

This section of the paper will 
mainly deal with policy and nonlegal 
restraints on the exercise of Congres- 
sional discretion. It is interesting to 
note that at one time the argument 
was raised that there might be forces 
outside the Constitution which were 
to be applied by courts against retro- 
active legislation.**? But a reviewer 
of the footnoted authorities concluded 
that “it is believed that the idea of 
extra-constitutional limitations on 
legislative acts hardly reached the 
dignity of law.” He further sug- 


legislature, expressed in a statute is binding 
unless directly repugnant to the constitu- 
tion.” See Story, work cited at footnote 17, 
at Secs. 1398, 1399; see also Fletcher v. Peck, 
6 Cranch 87 (1810). 

™ Bryant Smith, “Retroactive Laws and 
Vested Rights,” in Selected Essays on Con- 
stitutional Law (1938), p. 271. 
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gested that this idea retreated to 
become a part of the due process re- 
quirements which courts apply to 
retrospective laws. 

In 1935 another writer had stated 
that the constitutional validity of a 
retroactive statute “may be reduced 
to the simple question of whether it 
operates to deprive the taxpayer of 
his property without due process of 
law.” ?°* However, he was also forced 
to admit that the simple question did 
not have a simple answer and he con- 
cluded that “it would appear that the 
decided cases are in harmony with the 
doctrine that a tax can be retroactive 
only when it does not thereby attach 
consequences to an act which the tax- 
payer could not reasonably have 
foreseen, but this doctrine leaves con- 
siderable room for interpretation as 
to what consequences should have 
been anticipated by the taxpayer 
from a particular act.” It is our con- 
tention that this “considerable inter- 
pretation” must not be entirely left 
up to the courts, but that Congress 
itself has an affirmative duty to 
anticipate what the taxpayer may be 
expected to anticipate. This is where 
reliance comes in. The taxpayer an- 
ticipates certain consequences in reli- 
ance on a certain set of factors. It is 
Congress’ duty to dispel this reliance, 
to notify the taxpayer that he may 
no longer anticipate X in reliance on 
Y. Of course, notice is a requirement 
of due process, but we shall also in- 
vestigate to what extent Congress 
should (as opposed to must) provide 
more notice than meets the bare con- 
stitutional requirements. For the 
moment we can roughly call “notice” 
the “neutralizer” of reliance. We 
shall want to consider whether, and 
in what circumstances, this means 
that reliance must be “shaken,” “dis- 

™ Neuhoff, article cited at footnote 101. 

* But cf. Great Northern Railway v. Sun- 


burst Oil and Refining Company, 287 U. S. 358 
(1932); See Hart and Sacks, Materials for a 
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Careful scrutiny of the decision 

in M'Culloch v. Maryland, where 
the doctrine of governmental tax 
immunity was invoked, 

will reveal that there is nothing 
basically inconsistent between 

the current development of the law 
and the rule of that case.— 
Dixwell L. Pierce, in the March, 
1959 Wisconsin Law Review. 


placed” or “replaced” by some other 
definite result on which the taxpayer 
may rely. 


We shall have to be careful also not 
to overemphasize notice for there are 
many areas where laws are changed 
or exist without the public’s notice or 
its being notified. For example, 
judge-made common law is created 
without formal notice and is almost 
always retroactive.’ It is also true 
that there is much law of which the 
layman is not aware. However, when 
we always consider the reliance which 
notice must neutralize, these objec- 
tions disappear. It is Bryant Smith 
who warns us not to overemphasize 
notice, but he also says: “Retroac- 
tivity cannot be judged per se. It will 
be good or bad depending on the cir- 
cumstances in which it is used.” 1% 


Perhaps two other types of reliance 
should be mentioned at this point. 
We have referred to and rejected the 
ppssible constitutional argument that 
retroactive taxes are taxes on “capi- 
tal” and therefore bad unless appor- 
tioned. But there still may be a valid 
practical argument here worthy of the 
Congress’ thought: Is there not a 
point at which a taxpayer may rely 
on his income being “capital” in the 
sense of its being “safe” from income 
taxation? We submit that the legis- 
lature should consider at what point 


General View of the American Legal System 
(Cambridge, Tentative Edition, 1956), at p. 
597 and following. 

* Article cited at footnote 103, at p. 291. 
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a person reasonably would have acted 
in reliance on the assumption that his 
income has not been and, therefore, 
will not be taxed. One might even 
say that the “action” is a state of 
mind or nonaction, for example, not 
saving more of current income be- 
cause an assessment on past income 
is not expected. 


It also seems important to distin- 
guish reliance on what has been called 
“imperfect enforcement.” '°’ This is 
the situation where a person relies not 
on the present validity of existing 
law, but on a faulty application of it 
or imperfect enforcement. 


Notice is considered, as itself, to be 
a meaningful concept in terms of reli- 
ance. We call it a limitation. As such 
it is still not a fully developed tool 
until we know what it limits. Of 
course, it limits, in the present con- 
text, the retroactive application of a 
statute—but what statute? Just as 
there are different kinds of notice and 
various degrees of reliance, different 
statutes have different purposes. 
Some may present a greater justifica- 
tion for retroactivity than others. 
Assuming that as far as due process 
is concerned all require a certain 
amount, X, of notice, is it still not 
fair to say that in the area of discre- 
tion the limitations and justifications 
should be balanced in determining 
whether the notice required is X plus 
two or X plus three? That is, the 
strength of the limitation (expressed 
in terms of amount, kind, and the like, 
of notice) varies inversely with the 
strength of the justification (expressed 
in terms of the need for retroactivity 
to best accomplish the purpose for 
which the statute is enacted.) 


In order to more closely explore 
these limitations and justifications 
and the effect that they have on each 


™ Greenblatt, “Judicial Limitations on Retro- 
active Civil Legislation.” 51 Northwestern 


University Law Review 540, 552 (1956). 
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other, we shall consider several pur- 
poses for which retroactivity might 
be, or has been, employed and then 
attempt to formulate the notice the 
taxpayer should have in each situa- 
tion. By “notice” we mean the infor- 
mation available to the taxpayer at 
the point in time to which a law is to 
be made retroactive. We shall con- 
sider and examine the actual instru- 
ment or means by which notice was 
conveyed, the circulation it received 
through both formal and informal 
sources, its officialness and how long 
it can be expected to last before the 
legislation involved is enacted. 


The factor of reliance is part of a 
general policy consideration in regard 
to retroactivity. One must recognize 
the need for a certain amount of sta- 
bility in human relations. This in- 
volves certainty and predictability of 
results. Perhaps a corollary of this 
proposition is the ability to predict 
not only what current results are ab- 
solutely settled but, also, which ones 
are not so certain to be left alone by 
future legislation. In other words, a 
certain amount of unpredictability 
will not upset the system and is in 
fact expected; but when there is too 
much, the public will not know where 
it stands and an ordered system 
breaks down. How much is too much 
may not be subject to concise defini- 
tion, but one can attempt to set up 
some signs to mark off the danger 
area. 


Not only is there need for certainty 
in conducting business, but it is also 
important that definite business ad- 
vice may be given, important to both 
the person seeking the advice and the 
person whom he pays for it. In this 
regard the most interested party is 
probably the attorney, especially the 
tax specialist, who makes his living 





by being able to foretell the tax con- 
sequences to be expected and by pre- 
scribing the best methods of minimizing 
taxes. There would probably be little 
dispute with the proposition that he 
would have very few clients if he had 
to tell them: “No matter what you 
do the chances are always the same 
that the government may later decide 
to send you a tax bill for a transaction 
upon which right now it is inconceiv- 
able to expect a tax.” No one needs 
to pay a lawyer to tell him the gov- 
ernment might tax him. Perhaps this 
sounds like only a self-serving reason 
for keeping lawyers in business and 
has no more weight than the argu- 
ment that Prohibition is bad because 
it puts liquor dealers out of business. 
But Prohibition did not end the liquor 
business, mostly because people 
wanted liquor. It is also fair to say 
that the public wants legal tax advice 
and they want to be able to rely on it. 


There are two arguments which 
the lawyer may make against retro- 
active tax laws. One is that any ret- 
roactivity is unsavory to him because 
whenever a tax is retroactively ap- 
plied it may upset a plan he has 
suggested. This is the self-serving 
argument. The other position is that 
some retroactivity is beneficial, harm- 
less or, at least, tolerated as long as it 
is within the area of “predictable un- 
predictability” and reasonable notice 
is given. Such a position does not 
seem inconsistent with the many situ- 
ations in which the attorney and cli- 
ent are not sure of a particular result 
but must weigh the risks of alterna- 
tive courses of action. 





™ Rev. Rul. 56-322, 1956-2 CB 963, Wol- 
verine Petroleum Corporation v. Commissioner, 
35-1 ustc § 9098, 75 F. 2d 593, 595 (1935), 
cert, den., 295 U. S. 743 (1935): “The pur- 
pose of the statute authorizing closing agree- 
ments is to enable the taxpayer and the 
government finally and completely to settle 
all controversies in respect of the tax lia- 
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The taxpayer sometimes considers 
it to be of extreme importance that 
he knows precisely what the tax con- 
sequences of a completed future 
transaction will be. In such a case he 
is likely to enter into a closing agree- 
ment under Section 7121 of the 1954 
Code with the Treasury. This means 
that the Treasury binds itself to ob- 
serve the particular interpretation and 
results therein agreed upon even in 
the event that later changes in the law 
are made retroactive or if the section 
under which the tax is calculated is 
later declared to be unconstitutional. 


The Internal Revenue Service has 
said : 

“A valid closing agreement estab- 
lishing final determination of Federal 
tax liability for a prior taxable period 
is not affected by subsequent legisla- 
tion retroactively applicable to the 
taxable period to which such agree- 
ment relates where such legislation 
is silent as to its effect on closing 
agreements.” *° 


The possible negative implication 
that legislation may specifically state 
that it is retroactively applicable to a 
closing agreement is difficult to ap- 
praise in light of the fact that to date 
there has not been any. 


The above provision may have been 
inserted merely because the Treasury 
did not want to appear to dictate the 
types of laws that Congress may pass. 
But closing agreements in regard to 
completed transactions should not be 
retroactively upset by Congress. The 
agreements are made by virtue of the 
direct legislative authority contained 
in Section 7121, and, therefore, Con- 


bility for any previous taxable period, and to 
protect the taxpayer against the reopening 
of the matter at a later date, and to prevent 
the filing of additional claims for refund or 
the institution of suit for the same purpose 
by the taxpayer.” Accord, Cramp Shipbuild- 
ing Company v. Commissioner, CCH Dec. 
17,429, 14 TC 33 (1950). 
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Congress, not the States, should 
make the policy decisions concerning 
federal tax priorities, and 
Congress should provide nationally 
uniform selective rules which 
protect the legitimate interests of 
those third parties it found 

to have an equity superior to the 
federal tax lien.—Committee on 
Federal Liens, Section of Taxation, 
American Bar Association. 


gress would seem to be estopped 
from retroactively denying this au- 
thority. Where a closing agreement 
pertains to future events and there 
is legislation intervening between the 
agreement and the events, the legis- 
lation would control. Although it 
might be said that the closing agree- 
ment is retroactively invalidated, the 
substance of the legislation applies 
only prospectively and the taxpayer 
is free to act or not to act with full 
knowledge of the applicable law. 
This view has been carried forward 
in the regulations since the first pro- 
vision for closing agreements in regard 
to future transactions was inserted in 
the revenue laws in 1938." 


The taxpayer may also seek to se- 
cure his position by getting a letter 
ruling."’® This does not provide quite 
as “formal” or official certainty as a 
closing agreement, but, generally, the 
Service will not act counter to a rul- 


ing or determination letter it has 
issued to a particular taxpayer even if 
later administrative or judicial inter- 
pretation proves the ruling to be erro- 
neous.""* This topic, of course, in- 
volves more administrative discretion 
than legislative discretion. The Con- 
gress cannot be expected to be aware 
of personal closing agreements and 
letter rulings, but must legislate for 
the public generally. However, there 
is still the question of whether it can, 
or should, specifically direct that 
retroactive legislation also apply to 
these private settlements. It is sub- 
mitted that where the Treasury has 
undertaken to bind itself to a specific 
result under a valid interpretation of 
the then law, Congress should not, 
even if it does have the power, retro- 
actively veto this agreement. 


Although there is no specific sec- 
tion of the Code which authorizes the 
Secretary of the Treasury to issue let- 
ter rulings, they are “an expression 
of the official interpretation or policy 
of the office of the Commissioner of 
Internal Revenue.” ''? When the tax- 
payer obtains such a ruling he is as- 
sured that the Treasury’s view of his 
completed transaction will not 
change.™* In the absence of clear 
error in the ruling, we submit that it 
is not fair for Congress to overturn 
retroactively the justifiable expecta- 
tion of the taxpayer that the ruling 
will govern his transaction. 





™ The first provision for closing agree- 
ments appeared in the Revenue Act of 1921, 
42 Stat. 313, Ch. 136 Sec. 1312. Agreements 
could be entered into only for prior trans- 
actions until the 1938 act, 52 Stat. 573, Ch. 
289, Sec. 801, which eliminated the “prior 
transaction” requirement. Regs. 103 (under 
the 1938 act) and Regs. 118, Sec. 39.3760-1 
(under Sec. 3760 of the 1939 Code) both 
state: “A closing agreement with respect to 
any taxable period ending subsequent to the 
date of the agreement is subject to any 
change in or modification of the law enacted 
subsequent to the date of the agreement and 
applicable to such taxable period and each 
closing agreement shall so recite.” No regu- 
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lations have yet been issued under 1954 Code 
Sec. 7121. 

Generally, see Surrey, “Some Suggested 
Topics in the Field of Tax Administration,” 
25 Washington University Law Quarterly 399, 
423 and following (1940). 

"’ For a general description of the admin- 
istrative processes see Surrey and Warren, 
Federal Income Taxation (1955 Ed.), at pp. 
47-48. 

™ Rev. 
401. 

™ Work cited at footnote 111. 

"8 But cf. Cousens v. Commissioner, CCH 
Dec. 3931, 11 BTA 1040 (1928). 


Rul. 54-172, 1954-1 CB 394, 400, 
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At this point we should also men- 
tion the taxpayer’s reliance on Treas- 
ury regulations and public rulings 
where a legislative change in them is 
contemplated. The regulations are 
designed to fill in the interstices in 
the Code and provide the taxpayer 
with more specific guides to action. 


The regulations may be divided 
into two The legislative 
regulations are promulgated under 
the direction of a specific section of 
the Code and are treated similarly to 
a statute.’"* The interpretive regula- 
tions are those issued pursuant to the 
general authority of the Secretary 
under Section 7805 of the Code. 


classes. 


The problem of retroactivity in ad- 
ministrative regulations is itself a 
voluminous one and has been the 
subject of much discussion in the tax 
field alone.’'® We mention it merely 
to indicate the reliance we can expect 
to be placed on these regulations. 


“It has been said that since inter- 
pretive regulations are merely opin- 


ions of the Bureau as to the meaning 
of the law, they are nothing more 
than a correct statement of the law 
as it always stood and therefore can- 
not be considered retroactive. This 
is no more than a play on words. 
The practical effect is to treat a 
transaction which was consummated 
at a prior date as if the regulation in 
question had been in force on that 
date. The taxpayer finds himself in 
no better position than he is where 
the law itself is applied retroactively. 
He is faced with an unanticipated re- 
sult which may be most unjust in 





™ B. Levin, “Retroactivity in Tax Laws, 
Regulations and Rulings,” in Proceedings of 
New York University Ninth Annual Institute 
on Federal Taxation (1951), p. 584. 

™ See, for example, Griswold, “A Sum- 
mary of the Regulations Problem,” 54 Har- 
vard Law Review 398 (1941); Jaffe, Adminis- 
trative Law (1953), at p. 168. 

™ Levin, work cited at footnote 114, at 
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view of his reliance upon what he 
thought the law meant based on exist- 
ing regulations.” *** 


The reliance problem in this area 
involves the questions of what reliance 
the taxpayer should place on existing 
regulations, and how much respect 
the Secretary should give to this re- 
liance in the form of making regula- 
tions only prospective in effect.*"” 


This problem is at first an adminis- 
trative one. The legislative problem 
arises in drafting laws contrary to 
existing regulations. If the Secretary 
never limited regulations to prospec- 
tive application, the taxpayer’s reli- 
ance on existing regulations would be 
minimal and of no great concern to 
the legislature. But where reliance 
has developed, Congress should weigh 
its importance. We submit that Con- 
gress is not bound by cases or the 
Secretary’s decision as to the equities 
involved in retroactively changing 
existing regulations, but should de- 
termine on its own the respect which 
it should give to the taxpayers’ reli- 
ance when an existing regulation is 
to be changed by legislation. We 
shall have more to say about this 
later in our discussion of legislative 
purposes. 


Notice-Purpose Ratio 


Administrative Convenience.—<Ap- 
plication of new tax laws to the full 
current year has become so standard 
and acceptable a practice except in 
the gift tax area that the legislature 
and courts do not emphasize the pur- 
pose for this retroactivity." Adminis- 

™* 1954 Code Sec. 7805(b) gives the Secre- 
tary authority to make regulations solely 
prospective in effect. 

™ The beginnings of current period retro- 
activity may be seen in Brushaber v. Union 
Pacific Railroad, cited at footnote 22. Since 
then such retroactivity has been consistently 
approved, for example, U. S. v. McHatton, 1 
ustc { 35, 266 F. 602 (DC Mont., 1920). 
Newman, Saunders & Company, Inc. v. U. S., 
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trative convenience is probably the main 
reason for applying tax laws as of the 
first day of the year, Of course, almost 
every other purpose may be found in the 
laws which are made effective as of the 
current period, but the one uniform fac- 
tor is the convenience of applying one 
set of rules to a complete period. It 
should be noted that while administra- 
tive convenience is the underlying pur- 
pose, the practical problem with which 
this section attempts to deal revolves 
around retroactivity to the current 
period. 


One line of thinking in this area is 
that an income tax applied to the 
whole current period is not “retro- 
active” at all, and, so, no special no- 
tice is necessary. In upholding a tax 
on an exchange of stock which when 
made (on January 9, 1923) was con- 
sidered to be tax-free, the Seventh 
Circuit said that a tax enacted in 
March, 1923, effective as of January 
1, 1923, was not a tax on a transfer, 
but a rule in regard to the determina- 
tion of income.*”” 


The Revenue Act of November 23, 
1921, **° was made effective as of Janu- 
ary 1, 1921. It provided that only ori- 
ginal United States 
Victory notes (the interest on which was 
tax exempt) could deduct interest paid 
on loans made to acquire the bonds. Un- 
der the 1918 revenue act *** any per- 
son, original subscriber or not, could 
deduct such interest. In upholding the 
denial of the deduction for all of 
1921 to a person not an original sub- 
scriber, the Second Circuit, in Phipps 
v. Bowers,'* said: “This is not a retro- 


subscribers to 





(Footnote 118 continued) 
36 F. 2d 1009 (Ct. Cls., 1929); Osburn Cali- 


fornia Corporation v. Welch, 1930 CCH 
{ 9246, 39 F. 2d 41 (CA-9); Triplex Safety 
Glass Company of North America v. Latchum, 
CCH Dec. 13,542(M), 2 TCM 900 (1943). 

™ Fesler v. Commissioner, cited at footnote 
61. 

™ 42 Stat. 239 (1921). 

™ Cited at footnote 77. 
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active operation. The statute 
. defines what is income and what 
may be deducted from gross income. 
It might have declined to all taxpayers 
the privilege of deducting interest 
upon indebtedness in determining net 
income. ... But it provides that for 
1921 only a class of owners, for rea- 
sons sufficient to Congress, are granted 
this right of reduction of interest.” 


In Fesler the Court seems to have 
considered income itself as something 
not determined (and therefore subject 
to change) until the close of the year. 
Phipps v. Bowers, on its holding, is 
not quite so broad, being limited to 
deductions which traditionally are a 
subject of legislative grace *** and, as 
such, presumably should be subject to 
change during the current year. 


While this argument may be tech- 
nically sound and has been found 
acceptable by the courts, the fact re- 
mains that from a practical standpoint 
the taxpayer is being told what the 
consequences of a certain act are after 
that act—receipt or payment of money 
—has been completed. Accepting a 
departure from the economic theory 
of income as a constant flowing proc- 
ess and considering it as something 
which is accumulated and measured 
periodically, we recognize the advan- 
tage in applying a single set of rules 
to the whole period. However, we 
would urge that instead of conclu- 
sively asserting that there is no retro- 
activity here we should admit that 
an act passed in November and made 
effective as of January involves retro- 
activity. Then, we must consider the 





™ Cited at footnote 61. 

'* Deputy v. Dupont, 40-1 uste J 9161, 308 
U. S. 488, 493 (1939); Interstate Transit Lines 
v. Commissioner 43-1 ustc J 9486, 319 U. S. 
590, 593 (1942); but see, for criticism, note, 
“An Argument Against the Doctrine that 
Deductions Should be Narrowly Construed 
as a Matter of Legislative Grace,” 56 
Harvard Law Review 1142 (1943). 





administrative conveniences and all 
other purposes which justify retroac- 
tivity to January and balance these 
purposes with the notice which has 
been given. One might say that this 
theory is too theoretical in view of 
the fact that enactment as of the 
beginning of the current period is so 
widely accepted. We submit that this 
analysis will also support such retro- 
activity in the vast majority of cases. 
However, it does have this twofold 
value: Laws which do affect (in the 
practical sense) past action are recog- 
nized as such and not camouflaged, 
and the rare case where retroactivity 
to the current year would not be justi- 
fiable would be caught. An example 
of the last point would be a law passed 
in December which drastically changed 
the corporate reorganization sections 
of the Code. This is an area where 
action is artifically regulated by the 
words of the statute. Because of this 
regulated procedure, even a slight 
change might upset a substantially 
sound plan. 


Where the courts do mention retro- 
activity, they speak of notice in very 
general terms, even to the point of 
requiring no specific notice at all. In 
Cohan v. Commissioner ™** the Second 
Circuit said: “|The taxpayer] must 
be prepared for such possibilities [of 
taxation], the system being already 
in operation.” And in Campbell-Fair- 
banks Expositions Inc. v. U. S.,** the 
Massachusetts District Court said: 
“All taxpayers are forewarned of the 
possibilities of a change in rates, clas- 
sifications, deductions and credits in 
income tax laws.” 


In the Gillmor case,’** a statute en- 
acted September 17, 1951, was made 
effective only from the date of a tenta- 


™ Cited at footnote 63. 

*® Cited at footnote 71. 

* Gillmor v. Quinlaven, cited at footnote 72. 

“It is our opinion that gift and estate 
taxes would now be treated the same as the 
income tax for these purposes. See Part III, 
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According to a Bureau of the Census 
report, only 27.7 per cent 

of the local real estate 

tax base consists of commercial 

and industrial property. 


tive decision announced by the Ways 
and Means Committee on May 3 of 
that year. The court had no trouble 
in upholding the statute saying (cit- 
ing Brushaber) : 


“We are of the opinion that Con- 
gress has the legislative power to im- 
pose income taxes by a new statute 
even though the measure of the tax 
is the income of the current year, part 
of which has elapsed when the statute 
is enacted, and that in the case before 
us the extension of the retroactive 
provision to May 3, 1951 is not so 
arbitrary and capricious as to amount 
to a denial of due process.” 


From the ease with which the courts 
have held valid this type of retrospec- 
tive legislation it would seem that the 
courts have given Congress very little 
to worry about in this area. The im- 
portant judicial requirement as far as 
reliance is concerned is only that the 
taxpayer know that he is acting in 
an area where taxes have previously 
been applied and that the rules for 
the current period are subject to 
change.’*7 When we discuss other 
specific purposes we shall see that 
some substantive changes will require 
a more specific type of notice, even as 
to the current period. This is true, we 
submit, because otherwise Congress 
would always have at least a 12-month 
“free ride” of retroactivity and the 
taxpayer could never be certain that 
a transaction would not be reached 
by retroactive legislation. Congress 





above. See Cooper v. U. S., 2 ustc J 486, 280 
U.S. 409 (1930), which upheld the section of 
the 1921 revenue act which provided that 
the donee of a gift took the former donor’s 
basis. This was an income tax statute, but 
it affected gifts. 
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should consider the changes that might 
have been made by the taxpayer if 
he knew of the proposed retroactive 
legislation at the time of this action. 
The legislature must be constantly 
aware that an effective date as of the 
current year does involve retroactiv- 
ity, and the blanket approval which 
the judiciary has given such retroac- 
tivity should be utilized with discre- 
tion. The question of what the 
taxpayer knew or had available to him 
at the time of the proposed effective 
date should still be the guide of dis- 
cretion. 


In applying current year retroac- 
tivity, care should be taken that the 
taxpayer who is on a fiscal year is 
not prejudiced. For example, if a 
statute passed in June, 1958, is made 
effective as of January 1, 1958, the 
normal intention would be that it 
applies to the January 1—December 
31, 1958 tax year; but a taxpayer 
whose fiscal year ends April 30 will 
have to comply with the statute in 
filling out his return, and this may 
mean that transactions as far back as 
May 1, 1957, are affected. This possi- 
bility can easily be remedied by pro- 
viding that the bill is effective as of 
January 1, 1958, but only as to trans- 
actions occurring after that date. This 
device is employed in H. R, 8381. 


A related hardship may result when 
the taxpayer changes his tax year. 
The following sequence of events pro- 
duced such a harsh result.’** On April 
6, 1936, the taxpayer corporation ap- 
plied for a shift from a calendar year 
to a fiscal year ending April 30. It 
closed its books on April 30, 1936. On 
May 4, 1936, its request was granted 
on the condition that the taxpayer file 
a short return for January-April 30, 


Men prefer any load of infamy, 
however great, to any pressure of 
taxation, however light.— 
Sydney Smith. 


1936. The corporation paid a dividend 
on May 26, 1936, and filed its short 
return on June 15, 1936. On June 22, 
1936, the Revenue Act of 1936 *** was 
passed, effective as of January 1, 1936. 
The taxpayer requested to be allowed 
to go back on a calendar year but was 
not allowed to do so. The Commis- 
sioner alleged deficiencies for the sur- 
tax due on undistributed profits under 
Section 14 of the new 1936 act for the 
period January 1—April 30, 1936, and 
the court upheld him. The taxpayer 
argued that he would have paid the 
May 26 dividend earlier to prevent 
this tax if he had known of the new 
provision, but the court said there was 
no specific proof of this, and even if 
there were it would be too easy for 
others to say the same thing in order 
to get refunds. 


The court’s reasoning in the above 
case seems logically correct ; however, 
this appears to be a case where the 
legislature should give sufficient notice 
for the fiscal-year taxpayer to protect 
himself. The taxpayer on a calendar 
year would have had six months after 
enactment to distribute its excess prof- 
its, but those whose fiscal years ended 
before June 22, 1936, had no time 
after enactment during which they 
could equally avoid the penalty of the 
new undistributed profits tax. They 
may have had an opportunity to do 
so before enactment in that they would 
have had notice from committee re- 
ports, but the earliest report is that 
of the Subcommittee on Internal Rev- 
enue Taxation dated March 26, 1936.'*° 








*8 Campbell-Fairbanks Exposition Inc. v. 
U. S., cited at footnote 71. 

™ 49 Stat. 1648 (1936). 

* Ways and Means Subcommittee Report, 
74th Cong., 2d Sess., March 26, 1936. Later 
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reports were H. Rept. 2475, 74th Cong., 2d 
Sess., April 21, 1936. S. Rept. 2156, 74th 
Cong., 2d Sess., June 1, 1936. The problem 
was also mentioned in the President’s Budget 
Message of January 3, 1936. 
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In any event the after-enactment dis- 
parity still existed. This discrimina- 
tory result and unequal opportunity 
of self-protection should have been 
recognized by both the court and Con- 
gress. **? It would seem easy enough 
to have a special provision in the stat- 
ute allowing these fiscal-year taxpayers 
a period of grace until December 31, 
1936, during which they could unload 
their excess profits. 


Benefits to the Taxpayer.—Legisla- 
tion which will confer a benefit when 
retroactively applied is generally con- 
sidered unobjectionable, the feeling 
being that the taxpayer has no objec- 
tion if Congress wants to give him a 
break. However, we should not accept 
this as a universal principle, for the 
money must come from someplace and 
“someplace” usually means “some tax- 
payers.” One example that has been 
given is the nonrecognition of gain with 
a carry-over of basis.*** Presumably, 
where A’s basis is $10 and he transfers 
the thing to B for $50, then, if A 
recognizes no gain, it’s a benefit to him, 
but if B sells it for $60, he must recog- 
nize a gain of $60 minus $10, or $50.*** 


Thus, we should consider whether 
the aggrieved taxpayer could have 
avoided the result and also whether 
the statute is designed primarily to 
confer a benefit or exact an additional 
tax. Note the different possibilities 
in the illustration given; for example, 
it could apply to A back to 1954, but 
to B only in regard to prospective 
transfers, or if A’s basis were $50 and 
B bought it for $70 and sold it for $50, 

™ “Perhaps the doctrine [of allowing re- 
troactivity] ought not to apply to such a tax 
as this [on accumulated profits], if the tax- 
payer had no locus poenitantiae. It had. 
When the Act of 1921 was passed, all com- 
panies still had six weeks in which to dis- 
tribute their profits.” (United Business Cor- 
poration of America v. Commissioner, cited at 
footnote 64, at p. 756.) 

™ Letter from the office of Rabkin and 
Johnson, March 3, 1958, to members of the 
American Bar Association Section of Taxa- 


508 


June, 1959 @ 


A would have no gain, but B would 
get no loss. 


A very real attempt to benefit 
the taxpayer retroactively is seen in 
the amendments to Section 663 of the 
Code which were proposed by the 
advisory group on Subchapter J. The 
purpose of the proposals is to correct 
a mistake in the 1954 Code whereby, 
in some instances, the income of an 
estate was being taxed to distributees 
of corpus. Under the amendments, 
“amounts properly paid from and 
charged to corpus as a bequest, statu- 
tory award, or allowance to a spouse 
would be excluded from gross income 
for a period of 3 years which is long 
enough to take care of the administration 
of the estate.”*** The taxpayer may 
elect to apply the new section to past 
years still open and to new years. This 
will mean, considering the three-year 
statute of limitations on refund claims, 
that if the statute is passed in 1958 the 
taxpayer will be able to elect for 
the post years of 1955, 1956 and 1957 
—1954 would be beyond reach. The 
result is a true retroactive benefit for 
all since no one is forced to make this 
election if it will be detrimental to 
him, but all who may benefit from it 
are welcomed. 


It should be noted that another im- 
portant purpose here is the enactment 
of what is both the original purpose 
and current interpretation of the stat- 
ute. We see here the force of popular 
reaction to a literal but unreal reading 
of the statute. Many persons refused 
to believe that Congress intended to 


tion, Committee on Retroactivity, March 3, 
1958. 

™ Cf. Newman, Saunders v. U. S., cited at 
footnote 118. 

™ Revised First Report on Estates, Trusts, 
Beneficiaries and Decedents from the Advisory 
Group on Subchapter J of the Internal Revenue 
Code of 1954, 85th Cong., Ist Sess., Novem- 
ber 22, 1957, p. 31. Hereinafter referred to 
as the “report of the advisory group on 
Subchapter J.” 


TAXES —The Tax Magazine 





Trying to catch up all at once, 

during the last decade, with 25 years 
of deferred demand plus a 25 per cent 
population increase presents the 

raw skeleton of today’s national 

crisis in local finances.—Lawrence 
Sullivan, coordinator of information, 
House of Representatives. 


tax a widow on income when she re- 
ceived a distribution of the family 
car, and they were simply ignoring 
the provisions of the 1954 Code which 
would produce that result. The ad- 
visory group not only in effect ac- 
cepted their interpretation but even 
allowed them the advantage of clear- 
ing the record by a retroactive elec- 
tion. 


H. R. 8381, as originally proposed, 
also contained a number of provisions 
designed to benefit the taxpayer and 
made retroactive to various dates. Sec- 
tion 32 is similar in general policy to 
the estate provision above. It allows 
the taxpayer to use either the 1939 
or 1954 definition of property with re- 
spect to treatment of mineral interests. 
The committee report states: “Since, 
under the 1954 Code, there was no inten- 
tion to remove any rights which the tax- 
payers had, the bill restores such rights 
as taxpayers had under the 1939 
Code.” **° This provision would be re- 
troactive to 1954. Query whether the 
Treasury would recommend that this 
date be changed to December 31, 1957, 
because this provides a substantive 
benefit? In his testimony before the 
Senate Finance Committee,*® Dan 
Throop Smith, Deputy to the Secre- 
tary of the Treasury, seemed to indi- 
cate that the substantive benefits now 
retroactive to December 31, 1956, 
should be changed to December 31, 
1957, but he made no mention of those 





which would be retroactive to 1954 
under Section 2 of H. R. 8381. He 
did describe Section 32 and six others 
(Sections 13, 53, 54, 56, 71 and 75) 
which would be retroactive to 1954 as 
granting benefits to taxpayers. 


On the other hand, we see that Sec- 
tion 6 of H. R. 8381 is not overly 
generous. This section is designed to 
allow residents of atomic energy com- 
munities to deduct amounts they are 
required to pay for services, which 
amounts ordinarily would be paid to 
a municipality as taxes and deductible 
as such. The section is effective as of 
January 1, 1957. (Mr. Smith’s recom- 
mended date would be December 31, 
1957.) Here we see another purpose 
cutting across the broad area of bene- 
fits. This is administrative convenience. 
The section is not expected to result in 
an appreciable revenue loss, but there 
might be considerable inconvenience, and 
actually more loss, if taxpayers were 
allowed to file claims for refunds for 
the past three taxable years. Generally, 
then, in the area of tax benefits, Con- 
gress is pretty free in fixing effective 
dates. When it enacts retroactive 
legislation which grants benefits, not 
many will complain and, therefore, it 
should at least be mindful of the 
dangers of robbing Peter to pay Paul. 


Clerical Corrections.—There can be 
very little, if any, criticism of a truly 
clerical correction which is made re- 
troactive. The typographical, spell- 
ing or grammatical error is easily 
accepted as subject to retroactive cor- 
rection; however, the question, has 
been raised as to whether this type of 
error can be defined precisely enough 
so as to avoid substantive retroactivity 
coming in under this label.**? Probably 
the greatest danger is from amendments 
which are described as reflecting the 





7 it 


Rept. 775, 85th Cong., Ist Sess., 
July 9, 1957, at p. 25. 

% Hearings Before the Committee on Fi- 
nance of the Senate on H. R. 8381, 85th Cong., 
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2d Sess., 1958, at p. 53. Hereinafter referred 
to as Senate hearings. 
™ Letter cited at footnote 132. 





true or original Congressional intent. 
This type of amendment is not a 
“clerical” one and should and will be 
considered separately. But in his 
testimony before the Senate Finance 
Committee in regard to H. R. 8381, 
Mr. Smith stated: 


“These technical adjustments include 
the correction of inadvertent errors 
in the statute, the removal of incon- 
sistencies and ambiguities, and the 
clarification of situations where the 
technical language does not carry out 
the clear intention of the Congress as 
expressed in the committee reports.” 
(Italics supplied. ) 


The Report of the House Ways and 
Means Committee on H. R. 8381 *%* 
states, on page 1: 


“In terms of the number of changes, 
most of the bill deals with the cor- 
rection of inadvertent errors in the in- 
ternal revenue laws. These include 
inconsistencies in the statute as well 
as instances in which the language 
in the statute does not carry out the 
intention of Congress as Clearly ex- 
pressed in committee reports.” (Italics 
supplied. ) 


On page 3 it continues: 


“Because many of the sections in 
this bill are concerned with technical 
errors and ambiguities, your commit- 
tee has provided that as a general rule 
the amendments made by this bill are 
to take effect as if originally enacted 
as a part of the Internal Revenue Code 
of 1954.” 


Thus, we see that the descriptive 
word “technical” seems not a good 
one to use to separate out the truly 
clerical corrections. We suggest that 
this area be demarcated simply by the 
questions of (1) whether the amend- 
ment can be truly called “clerical” 
and (2) whether the new words will 
de no more than correctly say what 


138 


Cited at footnote 135. 
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A careful look at the ever-expanding 
activities of our government reveals an 
impressive—and possibly depressing 
—number of federal employees who 
are principally or exclusively engaged 
in watching and recording what goes 
on in a vast array of human activities. 
—Ralph L. Woods, in The Freeman 

for April, 1959. 


was formerly incorrectly said but 
clearly understood. 


For this type of legislation, notice, 
of itself, is not an independent re- 
quirement. Note, however, that there 
is a form of notice in that the test 
proposed contemplates no change in 
what the taxpayer knew to be the law. 
In this respect it is very important. 

It should also be said that a clerical 
correction does not involve the codifi- 
cation of existing interpretations. This 
is a closely related area, but should 
be dealt with separately. The distinc- 
tion is that new codification is neither 
clerical nor corrective. 


A few examples from H. R. 8381 
may illustrate the ambiguities in this 
area. The House Ways and Means 
Committee report did not even try to 
classify or list separately the so-called 
technical amendments. Mr. Smith, 
representing the Treasury Depart- 
ment, did, however, break the bill 
down and used this as one of his cate- 
gories (the others being the removal 
of unintended benefits, and the grant- 
ing of benefits or relief of hardships) .'** 


Sections 7 and 20 are clear examples 
of clerical corrections. Section 7 
changes the word “from” to “of,” 
and Section 20 inserts a semicolon in 
1954 Code Section 404(a). The pro- 
posed effective dates are as of the 
1954 Code effective date since they 
are amendments to the 1954 Code. 


™ Hearings cited at footnote 136, at pp. 
53-63. 
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On the other hand, Section 45 of 
H. R. 8381, which Mr. Smith calls a 
technical amendment, completely re- 
writes 1954 Code Section 1234. The 
ccmmittee report and Mr. Smith both 
state that it “rearranges and clarifies 
the existing tax treatment” provided 
by Section 1234 for options to buy or 
sell. 


In a supplement to his statement to 
the Senate Finance Committee, Leslie 
Mills, representing the American In- 
stitute of Certified Public Account- 
ants, characterized it and Section 5(b) 
as substantive and recommended that 
instead of being made effective as of 
August, 1954, they be made effective 
as of December 31, 1957..%° The pur- 
pose of Section 5 of H. R. 8381 is to 
prevent double deductions for the 
same spouse, one as the spouse and 
the other as an individual whose prin- 
cipal abode is in the taxpayer’s home." 
Since no specific date is stated, Section 
5 would be effective as of 1954 under 
Section 2 of H. R. 8381. Here, it is 
interesting to note that not even Mr. 
Smith considers this section a “techni- 
cal” amendment, but as the removal 
of an unintended benefit. It is difficult 
to tell from Mr. Smith’s statement 
exactly where he would place this 
section, but it is clear that he would 
make it retroactive to either De- 
cember 31, 1956, or, at the least, to 
December 31, 1957. 


Section 15 of H. R. 8381 is a con- 
forming amendment which strikes out 
the words “claimed or” from 1954 
Code Section 213(d)(2)(A) making 
it similar to its companion Section 
642(g). The sections, read together, 
prevent a double deduction of deced- 
ents’ medical expenses by allowing 
them to either the estate or income 
tax, but not both—whichever takes 
them must file a statement that no 
deduction for the same items has been 





“ Hearings cited at footnote 136, at p. 361. 
Work cited at footnote 135, at p. 7. 
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allowed on the other tax. At present 
the income tax section (213) reads 
“claimed or allowed,” while the estate 
tax merely says “allowed.” Although 
there are other reasons for making 
this retroactive to 1954, it is not a 
clerical amendment and it is mislead- 
ing to consider it such. It seems 
correct to call it beneficial to the tax- 
payer and/or a codification of the 
original intent and present interpreta- 
tion of the Code. 


Our definition is perhaps overly re- 
strictive, but it does have the advan- 
tage of excluding all provisions that 
might be regarded as substantive. We 
submit that this caution is justified 
where no one thinks twice about giv- 
ing retroactive effect to a “clerical” 
correction, 


Elaboration of Presumed Original 
Intent.—Closely related to, and un- 
fortunately often not distinguished 
from clerical corrections, are amend- 
ments designed to reflect the original 
intent of the legislature. Such statutes 
are often also described as curative. 
They can range from the case where 
both taxpayer and public are well 
aware of the original intent of Con- 
gress and have acted accordingly to 
the situation where a new Congress 
reads in, in good faith or bad, an in- 
tent which was never before conceived 
of. Often the purpose is to plug 
tardily discovered gaps in the taxing 
structure, and its retroactive enact- 
ment has generally been protected by 
the courts.**” 


It is perhaps in this area that we 
first see the real importance of notice. 
Where the government discovers a 
gap—not a real loophole which gives 
an unquestionable benefit, but just a 
case where the statutory language 
does not express what is presumed to 
have been the intent of the draftsman 


™ Ballard, article cited at footnote 75. See 
general discussion of cases in Part III, above. 
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—it must, at least, warn the public of 
changes. It should not make the 
change retroactive to the date of en- 
actment. The taxpayer has a right to 
his interpretation of the original in- 
tent, too; and if the Commissioner 
disagrees he can litigate—under the 
old statute. However, where the tax- 
payer has notice, some retroactivity 
is permissible and is, perhaps, good 
policy. 


Where the amendment is designed 
to effect a presumed intent which is 
beneficial to the taxpayer, there is 
little argument against making it retro- 
active. An example of this is Section 
32 of H. R. 8381, which is concerned 
with the retention of 1939 Code rights 
in regard to the treatment of mineral 
interests. The committee report states: 


“Section 614 of the 1954 Code was 
intended to liberalize the provisions 
of the 1939 Code with respect to the 
definition of property. Some tax- 


payers have contended that the 1954 


Code section has deprived them of 
rights they previously had under the 
1939 law, regulations, court decisions, 
or practices. Since, under the 1954 
Code, there was no intention to re- 
move any rights which the taxpayers 
had, the bill restores such rights as 
taxpayers had under the 1939 Code. 


“[It] provides that a taxpayer may 
elect to treat any property as if the 
present 1954 Code definition of prop- 
erty had not been enacted and as if the 
1939 Code rules still apply.” *** 


Section 56 of H. R. 8381 is a con- 
forming type section similar to Sec- 
tion 15. It relieves an employee of 
possible gift tax in regard to designa- 
tion of a survivor beneficiary under a 
“qualified” plan. This will conform 
the gift tax to the estate tax which 
also excludes this same designation. 
One could speculate about the ori- 
ginal-intent here, but the main pur- 


* Work cited at footnote 135, at p. 25. 
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pose seems to restore a benefit which 
may have been unintentionally taken 
from the taxpayer, and in this case it 
seems adequate reason for retroactive 
effect. Although this may be directed 
at only one group, the general pur- 
pose of conformity in the tax laws, 
especially where it favors the tax- 
payer, shouid be favored. 


One thing that must be avoided is 
the use of these labels as crutches for 
flimsy law. When at the time of a 
transaction both the tax collector and 
the taxpayer expected the same definite 
consequences, different from those 
proposed in the new statute, to “say that 
the legislature simply was establish- 
ing the situation as both parties knew 
from the beginning it ought to be 
would be putting somewhat of a gloss 
upon the facts.” (Forbes Pioneer Boat- 
line v. Commissioners.'** ) 


The Forbes Boatline case involved an 
attempted ratification by the Florida 
Legislature of tolls illegally collected. 
Ratification should be considered as 
a separate phase of enactment of ori- 
ginal intent. By hypothesis, the stat- 
ute or action which is ratified, although 
it may represent the actual original 
intent, was nonetheless originally in- 
valid. In Part III we discussed some 
of the cases which involved ratifica- 
tion of statutes and considered the 
possibility that Congress could, under 
the cases, ratify an invalid regulation. 
Whether Congress has the power to 
do this or not, our position is that they 
should not. Where the Treasury has 
issued invalid regulations, there is a 
strong policy against Congressional 
approval and encouragement of this 
action. Rather, it is administrative 
responsibility which should be fostered. 
We note that there is much actual 
notice (but only of the Treasury’s 
interpretation and not, necessarily, of 
impending legislation) where invalid 
regulations are on the books; but we 


™ Cited at footnote 45. 
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We cannot have increased federal 
expenditures, even for very good 
purposes; and at the same time have 
decreased taxes. Indeed, we cannot 
afford all the good things 

currently being proposed, without 
heavy tax increases sooner 

or later.——Roswell Magill. 


still hold that the better policy is to 
require regulations to be valid if they 
are to be the means of notice.*** 


We have already noted that Mr. 
Smith and the report on H. R. 8381 
of the Ways and Means Committee 
described many “technical” changes 
as necessary to “carry out the clear 
intention of Congress as expressed in 
the committee reports.” We also noted 
that some of these “technical” changes 
involve more than clerical corrections. 


Section 5 of H. R. 8381 is an ex- 
ample of an attempt to reflect or make 
clear the original intent of Congress 
that a taxpayer cannot claim two de- 
ductions for his spouse. The commit- 
tee report states the purpose of the 
amendment is “to make clear that this 
[double deduction] was not any time 
intended.” The section would be ef- 
fective as of 1954 under Section 2 of 


H. R. 8381. 


Although we do not believe that 
this can be labeled a “clerical” change, 
we do agree with the retroactive ef- 
fective date. We rely not on the 
single fact that this was the original 
intent of Congress, but on the popular 
acceptance and interpretation of it. 
As long as everyone agrees and acts 
on the assumption that this is the 
meaning of the current statute then 
retroactivity is not objectionable. 





See footnote 47, especially Kohl v. U. S. 

“ Surrey, article cited at footnote 109. 
This paper was read at a Symposium on 
Administrative Law and Procedure held at 
Washington University School of Law. The 
comments (which are printed following the 
paper) bring out the fact that the Commis- 


Retroactivity 


However, we should also note that 
where a statute is passed merely to 
enforce the original intent of Con- 
gress, retroactivity is not a primary 
need. Presumably, Congress would 
have in some manner managed to in- 
dicate its intent in the statute passed. 
If they made it clear enough for the 
Commissioner to see, he would apply 
it and, if necessary, litigate to enforce 
it.*° If the Commissioner is defeated 
in the courts, then the intent was not 
made clear enough and it would be 
illogical to then say that Congress 
can retroactively carry out this al- 
leged intent.*** If the Commissioner 
did not even attempt to enforce this 
presumed intent, a fortiori the tax- 
payer cannot be expected to have 
recognized it. 


Thus, where the purpose for retro- 
activity is not enforcement of original 
intent, but a cure for Congressional 
error in not making the intent clear 
enough, we are led to the conclusion 
that there must be a high degree of 
notice at the time to which the face- 
saving cure is to be made retroactive; 
absent this notice there should be no 
retroactivity. 


In our discussion of Section 5 of 
H. R. 8381 we observed that where 
a statute has been uniformly inter- 
preted by all there is no need for 
retroactivity. On the other hand, if 
Congress wants to enact this inter- 
pretation retroactively, for the sake of 
neatness or whatever, there should be 
no serious objections. 


We shall now turn to situations 
where a nonuniform interpretation is 
in issue. First, we shall consider legis- 
lation which retroactively codifies ex- 


sioner has an affirmative duty to enforce the 
tax laws and that it is not a question of his 
personal interpretations or attitude. If the 
law is there, he must enforce it. 

™ But see Graham v. Goodcell, cited at foot- 
note 44; cf. Forbes Pioneer Boatline v. Com- 
missioner, cited at footnote 45. 
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isting regulations. This should be 
distinguished from the questions of 
the retroactive effect of the regula- 
tions themselves and retroactive legis- 
lation which is contrary to existing 
regulations. 

We have already considered the ef- 
fect to be given to the published rul- 
ings and regulations of the Treasury. 
And we have seen that they at least 
represent a very important current 
interpretation, even if not a uniform 
one among the public. The so-called 
legislative regulation is highly relied 
upon and is considered the same as a 
statute for many purposes."** The inter- 
pretive regulation gains stature with 
age. This is especially so when Con- 
gress re-enacts the section under which 
it was promulgated and the regulation 
is not changed. A regulation may ac- 
quire the force and effect of law due to 
its existence for many years and its 
several re-enactments.’ 

In view of the reliance which is 
placed on regulations it would gener- 
ally seem unnecessary to enact them 
as part of the Code, but this is mainly 
a question of drafting policy. The 
argument for putting as much as 
possible into the Code in specific 
terms must be balanced against the 
desirability of using general compre- 
hensive language, especially where 
the basis for the regulation is sound. 


Our main concern is whether when 
such regulations are enacted they 
should be made effective retroactively 
and, if so, how far. 


The advisory group on Subchapter 
K (partnerships) has submitted a re- 
port which in a number of places calls 
for enactment of existing regulations.'*° 
They do not specify effective dates. 
It could be argued that enactment of 
an existing valid regulation should be 
made retroactive to the date the regu- 
lation was promulgated, but again the 
regulation is only notice of the Treas- 
ury’s current interpretation and not 
of legislative proposals. If the retro- 
activity is justified by the taxpayer’s 
reliance on the regulation we must 
first admit that this reliance is prob- 
ably least strong when the regulation 
is issued, and then we must pick a 
date on which the reliance had built 
up enough to sustain retroactivity. 
The area is further confused when 
the proposal varies from the regula- 
tion." Finally, if the proposal is 
really nothing more than the repeti- 
tion of the regulation, there would 
seem to be no need for retroactivity 
since the Commissioner could always 
rely on the existing regulation. 


A more appealing argument can be 
made for making the enactment of a 
regulation retroactive to the current 
year. Where there are no substan- 





** Levin, work cited at footnote 114. 

“As the quoted provision of the Regula- 
tions has been in effect since 1918, and as the 
relevant statutory provision has been repeat- 
edly reenacted since then in substantially the 
same form, the former may only now be 
considered to have the force of law.” (Crane 
v. Commissioners, 47-1 ustc J 9217, 331 U. S. 
1, 7-8.) 

“Such regulations (which have been in 
effect before and after reenactment of the 
section involved) being ‘long continued with- 
out substantial change, applying to un- 
amended or substantially reenacted statutes, 
are deemed to have received congressional 
approval and have the effect of law’. Hel- 
vering v. Winmill, 305 U. S. 79.” (Boehm 
v. Commissioner, 45-2 ustc J 9448, 326 U. S. 
287, 291-292.) 
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See Helvering v. R. J. Reynolds Tobacco 
Company, 39-1 ustc J 9282, 306 U. S. 110, but 
cf. Helvering v. Reynolds, 41-1 ustc { 9484, 
313 U. S. 428, where it was held that a ruling 
which survived re-enactment could be re- 
troactively amended. The latter case may 
be taken as indicating either an overruling 
of the former case or as creating a sharp dis- 
tinction between rulings and regulations. 

™ Revised Report on Partners and Partner- 
ships from the Advisory Group on Subchapter 
K of the Internal Revenue Code of 1954, 85th 
Cong., Ist Sess., December 31, 1957. 

™ Report cited at footnote 150. See, for 
example, proposals in regard to Sec. 725 at 
p. 21 and Regs. Sec. 1.721-1(b)(1). 
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Our free enterprise democracy is the 
greatest system the world has ever 
evolved. But therejis one controlling 
requirement, and this must never be 
overlooked. The system is 

based on solvent government and 
sound money.—Harry F. Byrd. 


tive changes it makes little difference 
in what form the rule is and it would 
seem more convenient for both the 
calendar-year taxpayer and the Com- 
missioner to have one set of rules for 
the whole year. The important pur- 
pose here is the convenience of current 
year retroactivity and the justification 
is, first, that the reliance of the tax- 
payer on the enacted regulation in- 
sures that he will not be taken by 
surprise and, second, that there has 
been notice of the change in the ad- 
visory report. We place less import- 
ance on the advisory report because 
of its unofficial nature. In the letter 
of transmittal from Senator Mills (to 
whom the advisory group sent the 
report) to the Ways and Means Com- 
mittee the following disclaimer is in- 
cluded: “This report has not been 
considered or approved by the Sub- 
committee on Internal Revenue Taxa- 
tion or any member thereof.” **? In 
other words, in determining what no- 
tice this type of report gives, it must 
be remembered that it is merely a 
recommendation by a private group 
of citizens to a subcommittee of the 
Ways and Means Committee. 


Turning again to H. R. 8381, there 
are a few sections which are of col- 
lateral interest in regard to the en- 
actment of present interpretations of 
the law. 


Section 41 relates not to a current 
interpretation by the Treasury De- 
partment but to a current interpreta- 
tion of the Federal Communications 


Commission. In October, 1956, the 
FCC announced that certificates for 
the disposal of broadcasting property 
would be granted only where the dis- 
position is necessary because of a 
change in FCC policies or rules.*** 
These certificates provide the taxpayer 
with a deferral of gain from the sale 
under Section 1071 of the 1954 Code, 
and were formally given to carry out 
existing policies. The proposal in Sec- 
tion 41 of H. R. 8381 would amend 
Section 1071 of the 1954 Code to con- 
form the requirement to the FCC rule. 


It is interesting to note that this 
is an instance where the current in- 
terpretation by another administrative 
agency of its own policies provided 
the means for checking avoidance in 
this tax area. Broadcasting companies 
had been buying facilities in excess 
of the maximum allowed them and 
then getting a certificate from the 
Federal Communications Commission 
requiring their sale and then deferring 
gain under Section 1071 of the Code. 


Section 52 of H. R. 8381 represents 
a situation where lack of current in- 
terpretation has been “codified.” It 
proposes the repeal of Section 1361 
of the Internal Revenue Code of 1954. 
This is the section which permits a 
partnership to be taxed as a corpora- 
tion. The reason for the suggestion 
is that the Treasury has found it im- 
possible to prepare the regulations 
which the complicated section requires 
by its terms. The Treasury did issue 
T. D. 6124 (1955-1 CB 719) upon 
which some taxpayers might have re- 
lied and which seems to have compli- 
cated the situation more. The bill 
provides that an election under this 
decision is valid but may be revoked 
before the bill is passed and within 
three months after final regulations 
are passed. The section would repeal 
Section 1361 of the Code for taxable 





% The same disclaimer appears in the re- 


port of the advisory group on Subchapter J. 


Retroactivity 


8 21 Federal Register 7831 (1956). 
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years beginning after December 31, 
1957, and, in addition, no election to 
come under Section 1361 made for a 
taxable year ending after June 30, 
1957, would be valid. Assuming that 
the bill is passed in 1958, it seems fair 
to have it effective for the whole year 
because of the convenience involved 
and the desirability of abating the 
confusion here. However, we are less 
happy with the idea of voiding elec- 
tions made for years ending between 
June and December 31, 1957. Here, 
the justification of current-year con- 
venience drops out and all that is left 
is the notice of the bill being reported 
out of committee. We shall talk about 
this kind of notice more later and our 
position generally will be that it may 
be considered adequate, but here it 
would seem that if the taxpayer did 
find his way through the confusion 
and has already made his return for 
a year ending between June 30 and 
December 31, 1957, then, in the in- 
terests of lessening confusion, that re 
turn should not be reopened. 


Reversal of Judicial Interpretation. 
—Since most decisional law is by 
hypothesis both retroactive and prospec- 
tive we are not concerned with legis- 
lation designed to adopt case law. There 
are interesting questions, however, in 
the extrajudicial methods used to over- 
rule or circumvent a court decision. 


The Revenue Act of 1921 ** pro- 
vided for a five-year statute of limita- 
tions for the collection of taxes by 
suit or proceedings. The Treasury 
interpreted this as not applying to 
collection by distraint, but only to 
collection through judicial process.'*® 
However, in 1927 the Supreme Court 
held that the statute of limitations 
applied to distraint collection also.’ 


™ 42 Stat. 227, 265. 

1. T. 1446, I-2 CB 218. 

™ Bowers v. New York & Albany Lighter- 
age Company, 1 ustc { 218, 273 U. S. 346 
(1927). 
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If the average classroom construction 
cost for a state is $1,100 per pupil, 
the federal government pays 

to the school district $550 for each 
additional pupil enrolled 

whose mother or father is employed 
on federal property. 


This meant that many collections by 
distraint were barred because of the 
five-year statute of limitations and many 
suits were filed for refunds. To pre- 
vent the refund of this money Section 
611 of the 1928 Revenue Act **’ was 
passed. The statute was intended to 
be applied retroactively. 


The Supreme Court, in Graham and 
Foster v. Goodcell,** held that it was 
not inconsistent with due process to 
do so since it was a curative statute 
designed to remedy a mistake and 
was not unjust. The Court stressed 
the fact that there was no question 
of the original liability for the taxes. 
The implicit argument for retroactivity 
here seems to be, first, that I. T. 1446 
was the correct interpretation on which 
at least most taxpayers would rely, 
second, that the Bowers case was wrong 
and was being “overruled” by the legis- 
lature and, third, that as a result of 
the first two items Bowers should not 
be considered controlling. This seems 
logical when we consider the fact that 
when a court overrules a prior case, 
that case is no longer determinative 
of unlitigated controversies which may 
have originated before it was over- 
ruled. There is one possible area of 
doubt here. That is, what of the stat- 
ute of limitations which ran out be- 
tween the date of the legislatively 
overruled decision and the corrective 
limitation? One might argue that 
here the Treasury had no excuse for 
letting the statute run out in the face 


*' 45 Stat. 791, 875 (1928). Re-enactment 


could not be retroactively amended. i 
*8 Cited at footnote 44. 
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of a Supreme Court decision, but, 
again, if this were judicial overruling 
the prior decision would not control 
at all. 


A similar example of retroactive 
overruling of a court decision by the 
legislature is seen in the Portal-to- 
Portal Act of 1947.% Again, the Su- 
preme Court upheld the statute against 
a due-process attack and, again, it 
was not likely that the adversaries 
had anticipated the “overruled” deci- 
sion so that their expectations were 
not defeated by the statute. 


Another example is brought out in 
Wilgard Realty Company, Inc. v. Com- 
missioner.°° In 1938 the Supreme 
Court held in the case of U. S. v. 
Hendler *** that a certain type of ex- 
change where a corporation assumed 
liabilities of the transferor was not 
tax-free and that the transferor’s basis 
did not pass over to the transferee. 
Section 213(f) (1) of the Revenue Act 
of 1939 changed this retroactivity so 
that the exchange was tax-free and 
the basis of the transferor passed 
over. The exchange in question oc- 
curred in 1932, and the property re- 
ceived by the corporation was sold in 
1937. Section 213(f) (1), by its terms, 
was applicable to exchanges in a year 
beginning after December 31, 1923. 
The court held that, since in 1932 the 
corporation would not have expected 
the Hendler result, the 1939 act could 
be applied to this exchange and the 
sale in 1937. Again, much stress was 
placed on the reasonable expectation 
of the taxpayer. 


The question of a transaction oc- 
curring between the “overruled” case 
and the legislative overruling is more 
bothersome here. If both the trans- 
fer and sale had occurred after the 
decision in Hendler, the corporation 
would have expected that its basis 
would not be the same as the trans- 


feror’s. The legislative change here 
is a substantive one. In Graham it 
was more of a question of procedure 
in that the substantive liability was 
the same and only the statute of limi- 
tations was changed. Also, the tax- 
payer in Graham could do nothing in 
reliance on the court decision, where- 
as in the hypothetical just posed under 
Wilgard he made a sale, which is some- 
thing he might not have done had he 
known the consequences of it were to 
be governed by Section 213(f)(1). In 
actual fact, there was very little time 
between Hendler and the 1939 act, 
but the hypothetical still illustrates 
a problem that may come up when a 
court decision is legislatively overruled. 


We must also note that if Hendler 
were overruled by the Court there 
would be no real notice of the change 
and the taxpayer in our hypothetical 
would be in the same fix. This raises 
the question of whether there is not 
a basic difference between the retro- 
active effect to be given judicial and 
legislative overrulings of a court deci- 
sion. We think that there is, but, we 
are doubtful of its significance where 
the legislation is actually restoring 
the interpretation which existed be- 
fore the case it is circumventing was 
decided. For example, in the Wilgard 
situation, if we say the legislature 
should not overrule Hendler retro- 
actively, this means that the period 
from Hendler to the 1939 act is gov- 
erned by the Hendler decision. How- 
ever, it would seem that the period 
before the Hendler decision should be 
controlled by the 1939 act since its 
purpose is to reinstate the law as it 
existed before the decision. Another 
thing to be considered in the Wilgard 
situation is that, contrary to the tax- 
payer’s position in that particular case, 
thousands of persons could have been 
hit with deficiency judgments if the 





*%” See discussion in footnote 47. 
Cited at footnote 67. 
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* Cited at footnote 69. 
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legislation had not been made retro- 
active,’ 


An interesting bit of administrative 
restraint is seen in the early estate 
tax concerned with the taxing of a 
transfer under which the transferor 
has retained a life estate. Section 
202(b) of the 1916 revenue act pro- 
vided for inclusion in decedent’s gross 
estate of a gift made “in contempla- 
tion of death or intended to take effect 
in possession or enjoyment at or after 
his death . dec: fe 
May v. Heiner’ involved a trust 
created in 1917 which provided for 
payment of income to the grantor’s 
husband for life, then to the grantor 
for life, remainder to her children. 
The 1918 revenue act *® included the 
same provision as that just quoted 
from the 1916 act. In 1920 the grantor 
died and the Commissioner asserted 
that the trust property should be in- 
cluded in her estate because its enjoy- 
ment by the children beneficiaries was 
postponed until after her death, It 
seems that because Section 401(f) of 
the Revenue Act of 1918 contained a 
provision for taxing “decedents dying 
after the passage of this Act,” the 
Court applied Section 402(c) of that 
act and held for the taxpayer, as a 
matter of construction, that the trust 
was not intended to take effect in pos- 
session or enjoyment at her death. 
The Court did not mention retroac- 
tivity, but the commentators inferred 
that this factor was present.’ It 
would seem, however, that as far as 
the May case is concerned there is no 
problem of retroactivity at all since 
the section involved (Section 402(c) ) 
was exactly the same as the section 


Gone are the days when sturdy Grover 
Cleveland—rejecting a proposal to 
provide government compensation for 
farmers whose crops had been 
damaged by hail—remarked, in 
substance, that while the people 
should support the government, the 
government should not support the 
people.—William Henry Chamberlin, 

in the May, 1959 issue of The Freeman. 


in force when the trust was created 
(Section 502(b) of the 1916 act). 
The exact same language also ap- 
pears in the actin force at the time 
the decision was handed down (Sec- 
tion 302(c) of the 1926 act). 


Three other cases on similar facts 
were decided the same way.’ Asa 
direct result of these cases Congress 
amended the Revenue Act of 1926 to 
include a transfer with a retained life 
estate in the transferor’s estate.'** 
This amendment was made the day 
after the three decisions footnoted 
above were handed down, and it was 
evidently considered to be of extreme 
importance to “correct” these deci- 
sions as quickly as possible.’ 


The next question was whether this 
statute was to be a retroactive over- 
ruling of May v. Heiner and the other 
three cases. The legislative history 
indicates that such retroactivity was 
not intended.’”? But Section 302(h) 
of the 1926 act says: 


“Except as otherwise specifically 
provided therein subdivisions (b), (c), 
(d), (e), (£), and (g) of this section 
shall apply to the transfers, trusts, 


estates, interests, rights, powers, and 


84 Congressional Record 7481-7482. 

39 Stat. 777-778 (1916). 

™2 ustc 7519, 281 U. S. 238 (1930). 

* Sec. 402(c). 

** See, for example, Ballard, article cited 
at footnote 75; Note, “Constitutionality of 
Retroactive Inheritance Taxation,” 31 Co- 
lumbia Law Review 997 (1931). 
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* Burnet v. Northern Trust Company, 1931 
CCH 9163, 283 U. S. 782 (1930); Morsman 
v. Burnet, 1931 CCH J 9164, 283 U. S. 783 
(1930); McCormick v. Burnet, 1931 CCH 
{ 9165, 283 U. S. 784 (1931). 

**H. J. Res. 529, 71st Cong. 3d Sess., 46 
Stat. 1516. 

*” 74 Congressional Record 7198 (1931). 

” Work cited at footnote 169, at p. 7199. 
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relinquishment of powers, as sever- 
ally enumerated and described there- 
in, whether made, created, arising, 
existing, exercised, or relinquished be- 
fore or after enactment of this Act.” 


The hassel which might have de- 
veloped between this section and the 
legislative history was avoided by the 
position taken by the Treasury that 
it would only apply the amendment 
prospectively.*” 


However, this position was com- 
promised in the regulations issued 
under the 1934 act which provided 
for the inclusion of all such transfers 
of decedents dying after the effective 
date of the 1932 revenue act, provid- 
ing the transfer was made after 1916.'” 


In May v. Heiner we also see that 
there is a peculiar problem in retro- 
active estate tax legislation. The prob- 
lem is that even though an estate tax 
may be meant to apply only to future 
estates of decedents dying after its 
enactment, it may affect inter vivos 
trusts which were set up before the 
statute was passed.'™* In such a situ- 
ation it is true that some people may 
be prejudiced; but if Congress were 
to grant immunity to existing trusts, 
the result would be a freezing of the 
law of trusts in a different stage for 
each statute, an overwhelming com- 
plexity in administration and a flood 
of trusts created when the law is 
favorable. Furthermore, the public 
knows it cannot depend on a static 
tax treatment of trusts—witness the 
“Clifford” area.‘"* The estate planner 
can protect himself from this uncer- 
tainty, and the wise one does so, by 
providing for discretionary powers in 
the trustee or termination provisions 
contingent on changes in the law. 


™T. D. 4314, X-1 CB 450 (1931). 

™ Ballard criticizes this development. (Ar- 
ticle cited at footnote 75.) 

™’ Note the similar problem in regard to 
changes in basis; see, for example, Cooper v. 
U. S., cited at footnote 127. 
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We saw in Part III that there is 
little constitutional limitation on re- 
troactive estate taxation any more. 
The government has successfully denied 
that the statute must have been in 
existence at the time of the transfer 
as long as there is a “shifting of eco- 
nomic interest at death.‘ Current 
developments in the estate tax area 
center about the report of the ad- 
visory group on Subchapter J. We 
have already considered one of their 
recommendations and we shall deal 
with others in the next section. 


Loophole Plugging and Changes in 
Policy.—Now we turn to a considera- 
tion of legislation designed to plug 
loopholes in the taxing structure. We 
use the word “loophole” to signify a 
device or manipulation which affords 
the taxpayer an unintended but legal 
benefit under the tax laws in force 
when the transaction occurs. It may 
be possible to divide the area into two 
classes: (1) where the transaction 
has a legitimate business purpose and 
(2) where it is entered into for no 
other reason than to avoid and/or 
save taxes. 


At the outset we should note that 
we are considering situations where 
the taxpayer’s high degree of reliance 
finds its justification in the fact that 
he is relying on the statute itself. 
The counterargument is that the tax- 
payer often knows (in the sense of an 
inner feeling rather than an official 
notice) that the legislature did not 
intend that he should be able to avoid 
taxes through the use of the particu- 
lar “gimmick” he is employing. The 
paradox is that the less the business 
reason and the more the tax-saving 
feature is the incentive for the trans- 
action, the higher is the taxpayer’s reli- 


™ Helvering v. Clifford, 40-1 ustc § 9265, 
309 U.S. 331 (1940). See Surrey and Warren, 
work cited at footnote 110, at pp. 820 and 927. 

™ US. uv. Jacobs, cited at footnote 96. See 
more complete discussion in Part III above. 
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ance on the words of the existing stat- 
ute. We shall first look at some cases 
and then consider current proposals. 


Garvan v. Commissioner ** involved 
the tax-free exchange allowed for like 
property. In January of 1923 the tax- 
payer ordered his broker to sell 36,000 
shares of Consolidated Edison of New 
York stock and to replace it by buy- 
ing Brooklyn Edison stock. This was 
accomplished in four transactions. The 
taxpayer apparently expected that this 
would be a tax-free exchange of like for 
like property. But in March, 1923, the 
1921 revenue act was amended, effec- 
tive as of January 1, 1923, to provide 
that an exchange of like for like prop- 
erty did not include exchanges of 
stock. The taxpayer’s constitutional 
attack on this provision was simply 
held to be “without merit.” 


It seems from the Board of Tax 
Appeals’ opinion that in this particular 
case the taxpayer would have executed 
the transaction in any event since he 
had definite ideas as to the compara- 
tive future values of the two stocks. 
We must note, however, that another 
taxpayer might have engaged in a 
similar transaction purely for the tax 
benefits.**’ Thus, as a practical matter, 
it may be difficult to differentiate be- 
tween the loophole which is used purely 
for tax avoidance and the one which 
is availed of in carrying out a bona-fide 
nontax purpose. 


Phipps v. Bowers*** involved a de- 
vice similar to the “double deduction” 
variety. The basic scheme was for a 
taxpayer to buy a tax exempt Victory 
Note with borrowed funds. Under Sec- 
tion 214 of the 1918 revenue act he 
could deduct the interest paid on the 
loan. He received the interest on the 
Victory Note tax-free and also got a 


*® CCH Dec. 7041, 23 BTA 817 (1913). 

*™ See 64 Congressional Record 2851-2852 
for examples; see, also, letter from Secretary 
of the Treasury in H. Rept. 1432, 67th 
Cong., 4th Sess. 
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deduction for the interest he paid. 
The Revenue Act of 1921, closed the 
gap partly by providing that only origi- 
nal subscribers of a Victory Note 
could deduct interest on loans made to 
buy the Victory Notes.’ The act 
was made effective as of January 1, 
1921. In Phipps the taxpayer had 
bought Victory Notes with borrowed 
funds in 1919 and 1920, but he was 
not an original subscriber. One might 
say that this statute indirectly reached 
back to the purchase of the bonds in 
1920 and 1921, but, actually, in terms 
of disallowing the deduction, it only 
applied to the current year, during 
which the taxpayer was free to sell 
the notes and pay off his debt. Since 
it was retroactive to just the current 
period, the court had little trouble in 
upholding it. 


The most recent development in 
retroactive taxation is seen in the 
current proposals of Representative 
Mill’s subcommittee and the reports 
of its advisory groups. The provi- 
sions of H. R. 8381 which are designed 
to close loopholes involve considerable 
retroactivity. Some of them were made 
effective as of November 7, 1956, the 
date of a press release issued by the 
Subcommittee on Internal Revenue 
Taxation of the Committee on Ways 
and Means. Other provisions designed 
to remove unintended benefits were to 
be made retroactive to December 31, 
1956. 


The bill was not passed by the 
House until January 28, 1958. Repre- 
sentative Mills said then: 


“T realize however that in view of 
the fact that this bill was not acted 
upon last year, some of these effective 
dates need to be reconsidered. I an- 
ticipate that this will be a matter to 


** Cited at footnote 61. 

* Sec. 214(a)(2). The bill originally pro- 
posed in the House would have eliminated 
the deduction entirely, but the Senate modi- 
fied it. See H. Rept. 350 and H. Rept. 486. 
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In 1970, there will be 20 million 
people in this countiy over 65 years 
of age. That is a tremendous 
number of people not in the most 
productive age group. At the same 
time, because our birth rate was 
very low during the depression 
years of the 1930's there will 
actually be nearly 2 million fewer 
20 to 29 year-olds in our male 
population in the 1960's than there 
are now.—James P. Mitchell. 


which the Senate Finance Committee 
will devote its attention.” !*° 


At the Senate Finance Committee 
Hearings the Deputy Secretary of 
the Treasury, Dan Throop Smith, testi- 
fied that the Treasury recommended 
that the November 7, 1956 date be 
moved up to December 31, 1956; and 
the provisions now effective as of 
December 31, 1956, be made effective 
as of December 31, 1957. Even if 
these recommendations are followed 
the bill will contain a_ substantial 
amount of retroactivity. 


The report of the Committee on 
Ways and Means on H. R. 8381 relies 
heavily on the press release of No- 
vember 7, 1956. The release is im- 
portant in considering the notice which 
the public had in regard to many sec- 
tions of the bill. The list of loopholes 
originated in the Treasury Depart- 
ment; and, after some political hassel- 
ing, the Ways and Means Committee 
was able to see it. Then came the 
problem of whether to make it public 
and, as we see, it was finally published 
as a “List of Substantive Unintended 
Benefits and Hardships and Additional 
Problems Which the Subcommittee 
Will Consider in Public Hearings.” 
A few quotations from the release 
perhaps most accurately convey its 
purpose and officialness : 


“A suggested solution reflecting the 
opinion of the staff of the Joint Com- 
mittee on Internal Revenue Taxation, 
the Treasury Department, or in some 
cases both, is put forward with respect 
to most of the items contained in the 
list. 


“Chairman Mills . . . stressed the 
fact that the solutions put forward in 
the list are designed to elicit public 
comment and criticism and do not 
necessarily represent the views of the 
members of the subcommittee as to 
the ultimate solution of the problems 
contained therein. 


“(Note—Reference to either the 
Treasury or Joint Committee staff 
alone means either that the staff not 
mentioned is uncertain as of this time 
whether the solution suggested is the 
correct one or believed the suggested 
solution to be inappropriate.)” 


An important implicit assumption, 
if not a real purpose is seen in the 
title of the list: “List of Substantive 
Unintended Benefits and Hardships 
and Additional Problems for the Tech- 
nical Amendments Bill of 1957.” 
(Italics supplied.) 


This would indicate that everything 
mentioned in the list presumes enact- 
ment in 1957 or very early 1958. Suffice 
it to say that the same bill is now 
proposed as the “Technical Amend- 
ments Act of 1958.” We also think 
that in reviewing this bill it is im- 
portant to keep in mind the facts set 
forth in the above quotations from the 
press release—that the solutions in 
it were only “suggested” and “do not 
necessarily represent the views of the 
members of the subcommittee as to 
the ultimate solutions.” 


We shall first consider the release 


in regard to the sections of the bill 


™ 104 Congressional Record 1033-1034 (Jan- 
uary 28, 1958). 
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which were originally to be retro- 
active to November 7, 1956, the date 
of the press release, and which, under 
the Treasury’s recommendation, would 
be retroactive to December 31, 1956. 
There are nine such sections (Sec- 
tions 3,°11, 12, 16, 22, 23, 34, 42 and 
43, of H. R. 8381). The subject matter 
of all of them was considered in the 
press release, and the date of the press 
release was considered significant in 
regard to retroactivity. Seven of the 
sections (Sections 3, 11, 12, 16, 22, 
34 and 43) carry out the substan- 
tive suggestions and effective dates 
set out in the release without vari- 
ance. Section 12 was suggested by 
the Treasury Department only, and 
there is no indication of the joint 
committee’s views in corresponding 
Item 19 of the press release. Section 
23 follows the release Item 4 but also 
goes a bit further in its scope. 


Apparently the Treasury was at 
first opposed to the publication of the 
loophole list, and a compromise was 
evolved under which the list would 
be published and corrective legislation 
made retroactive to the date of publi- 
cation. Note, however, that this is 
merely suggested in the press release. 
A typical clause reads: “This change 
could be effective with respect to gifts 
made after the date of this report.” '™ 
(Italics supplied.) 


Before considering whether the re- 
lease supplies sufficient notice on which 
to base retroactive legislation, we shall 
first look at the immediate intent be- 
hind the release and its probable 
actual effect. Leaving aside political 
considerations, the stated purpose of 
the release was to invite public com- 
ment. However, after this comment 
was elicited, at least as to the nine 
sections already mentioned, the com- 
mittee made no changes in the propo- 





™ Press Release Item 10. 
™ Association of the Bar of the City of 
New York Committee on Taxation, Report 
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. . . the estate and gift taxes are 
in reality imposed not on a man's 
wealth or on what he actually 
transmits to his family, but mainly 
as a penalty for a lack of 
sophistication in expert planning to 
avoid these taxes.—Robert Kramer, 
in the February, 1959 issue of the 
New York University Law Review. 


sals when drafting H. R. 8381. Ad- 
mitting judgment by hindsight, it 
would seem that where the proposals 
were not changed it would have been 
just as easy to withhold the publicity 
until the bill was reported out of com- 
mittee and then received public com- 
ment at the Senate Finance Committee 
hearings. 


Perhaps the subcommittee issued 
the release in the hope of retarding 
avoidance through its in terrorem 
effect. Note that even if this was not 
the subcommittee’s intent, similar 
future releases would have this effect 
if the present legislation is so back- 
dated. The Committee on Taxation of 
the Association of the Bar of the City 
of New York strongly opposed this 
type of “interim legislation (of a pro- 
hibitory nature) by a few individuals 
without regard to whether the change 
has the approval of Congress.” *** It is 
no doubt true that this type of release 
would make the prudent tax advisor 
reluctant to enter the proscribed 
areas; but this does not answer the 
questions of whether this is a proper 
purpose for a legislative committee 
to pursue and whether it is the type 
of pursuit which should be supported 
by Congress and the courts. 


It appears from the Senate hearings 
that the Treasury suggested that the 
November 7, 1956 date be abandoned 
as to the nine loophole-closing sec- 
tions mentioned above to avoid “un- 


on Technical Amendments Bill of 1958 (H. R. 


8381) (January, 1958). 
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justified retroactive application of the 
proposed changes in the law.’** The 
date might have been discarded either 
on the theory that the notice given 
by the press release was either totally 
insufficient per se or because, although 
it had been good, it had run out due 
to lack of legislation. In either case 
there is nothing magical about the 
December 31, 1956 date to qualify it 
as the effective date. There was no 
more notice to the public then, indeed 
one could say there was less since 
nothing had been done about the 
release suggestions. There is a pos- 
sible argument that because the tax- 
payer thinks the bill may be enacted 
in 1957 and because he knows that 
current year retroactivity is fairly 
common, he won’t enter the transac- 
tion in 1957 and, therefore, a_ bill 
passed after 1957 can be effective for 
all of 1957. However, such an argu- 
ment is endless: Since he was cau- 
tious in all of 1957 he still will be on 
January 1, 1958, and then he will have 
to be through all of 1958 because of 
the threat of current retroactivity, and 
this will carry on to January 1, 1959, 
ad infinitum, so that whenever the bill 
is passed it can be made retroactive to 
November or December, 1956. The 
conclusion is obvious: There must be 
a cutoff date. We submit that once 
the original notice and originally an- 
nounced effective date are discarded, 
then the bill should be made retro- 
active only to a more recent date 
on which better notice was given or 
to the current period. To pick a date 
whose only advantage is its recency 
(but not so recent as to be within the 
current period) can neither be sup- 
ported in theory nor in fact. 


We should then consider whether 
the November 7 date itself would be 


justified. A look at the popular reac- 
tions to one of the proposed sections 
will provide a helpful background. 


Section 3 is directed at dealers in 
tax-exempt securities who have made 
a practice of buying and selling bonds 
which they hold for less than 30 days 
or whose earliest maturity or call date 
is more than five years from the date 
of acquisition. They realize ordinary 
losses on the sale and collect tax-free 
income in the interest while they hold 
the bond. The general rule is that an 
investor cannot recognize this loss 
because he must amortize the pre- 
mium which represents the tax ex- 
empt income feature of the bond. 
Section 75 of the 1954 Code allows an 
exception for dealers to prevent undue 
bookkeeping for them, but apparently 
the exception has been abused. The 
proposed retroactive cure of eliminat- 
ing this exception for dealers received 
bitter criticism at the hearings. Many 
objected primarily to the substance 
of the provision itself because of the 
immense accounting which it would 
necessitate. But if the section were to 
be enacted, they wanted it to be pro- 
spective only, urging that: 


“As things stand now, we have no 
idea what amortization requirements 
will be included in the final bill and 
it would appear highly unusual to 
require us to compute our income re- 
troactively on the basis on [sic] an 
unknown new provision in this law. 
We, therefore, strongly urge that 
should section 3 be enacted the effective 
date be made subsequent to the date of 
the final adoption of the bill.” *** 


We now turn to an examination of 
the press release itself and to the general 
question of whether this kind of notice 
meets our test of dispelling the tax- 





™ Hearings cited at footnote 136, at p. 53. 
Cf. discussion of the changes in date for the 
multiple trust provision suggested by the 
advisory group on Subchapter J, below. 
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** Hearings cited at footnote 136, at p. 107: 
Statement of W. W. Harrison, president, 
People’s National Bank, Charlottesville, Vir- 
ginia. See other comments at pp. 125, 133 
and 438. 
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payer’s reliance on the present law 
and its consequences and warns him 
that there may be a change effective 
as of the notice date. As we noted 
before, in an area of loophole-plugging, 
the taxpayer specifically relies upon the 
literal language of the Code. 


The notice involved here was not 
of a very “official” nature. True, it 
came from an official source, but it was 
disseminated in a most informal manner. 
We cannot judge what publicity a 
similar press release might have re- 
ceived under normal circumstances, 
but this one received very little atten- 
tion. November 7, 1956, was the day 
after a national Presidential election. 
The release was not printed in full 
in any of the newspapers we examined, 
including the New York Times and 
the Wall Street Journal. The Journal 
did carry news items about it on the 
inside pages on November 7 and 8. 
Nothing else appeared in either the 
Journal or Times during the month. 
There was, of course, more notice in the 
tax services,'*® 


It might be argued that the limited 
publication the release received was 
sufficient notice at least as to the loop- 
holes corrected. The contention would 
be that to take advantage of most of 
these loopholes the taxpayer would 
need a tax specialist, and every pru- 
dent tax attorney would know of this 
list. This argument overlooks a counter 
and correlative effect of this publication. 
A tax attorney owes his clients a duty 
of saving them taxes in a legitimate 
way. When the Treasury asks for 
corrective legislation, this is, to the 
tax lawyer, an admission that the 
device to be corrected is legitimate un- 
der current law, and it might be ar- 
gued that it is more prudent to use the 
device now than it was before this 
admission of its legality. 

**° See, for example, 1956 CCH Standard 
Federal Tax Reports, Report No. 48, Extra 
Edition, Special 2, November 9, 1956. 
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These arguments cannot be weighed 
abstractly and there are also minor 
factors which will affect each factual 
situation: (1) What is the time lag 
between the notice and enactment? 
(2) What of the taxpayer who does 
not go to an attorney (like the police- 
man with a subsistence allowance '**) ? 
(3) Does the proposal reach a large 
or small number of neople? (4) Is 
the device employed artificial and used 
solely for tax avoidance? We see 
these questions coming up through- 
out this paper. 


The use of the press release as 
effective notice was severely criticized 
by Leslie Mills of the American In- 
stitute of Certified Public Accountants 
at the Senate hearings. He said in 
part: 


“There are numerous instances of 
legislation being made effective as of 
the date a Congressional committee 
announces a decision with respect to 
such legislation. We know of no prece- 
dent for making legislation effective on 
the date of announcing the suggestions 


of Committee staff. 


“Such a procedure does not seem 
adequate for purposes of an effective 
date. The announcement of a sugges- 
tion for legislation does not seem to 
be sufficient notice to a taxpayer as to 
what changes may be expected.” '* 


In Gillmor v. Quinlaven, '** the enact- 
ment of Section 328 of the Revenue 
Act of October 20, 1951, was made 
effective as of May 3, 1951, the date 
of an announcement of a tentative deci- 
sion, which we believe was not good 
notice. However, if it be necessary 
to distinguish this case, we would 
point out that it did involve current 
year retroactivity, the announcement 
was by the Ways and Means Com- 
mittee and, finally, it was an easy 


* See Sec. 4, H. R. 8381. 
*” Hearings cited at footnote 136, at p. 359. 
** Cited at footnote 72. 
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Surplus property, such as school and 
hospital building sites, buildings 
suitable for college dormitories or 
faculty housing, and other 

personal property from motor 
vehicles to office supplies, 

for which the federal government 
paid almost $80 million was made 
available to the states during the 
first three months of this year. 


case for the court to uphold the statute 
because the taxpayer’s action took 
place after a definite committee report 
recommending the legislation and 
within a month of the date on which 
the bill was passed. 


Section 11 of H. R. 8381 attempts 
to correct abuses of the charitable 
and interest deductions. We found no 
direct criticism of the retroactivity 
here, but there is quite a bit in regard 
to Section 9 of H. R. 8381, which is 
directed to stopping the use of the 
two-year charitable trust with re- 
mainder over to a close relative. Sec- 
tion 9 is proposed to be made retro- 
active to December 31, 1956. Some 
criticism was directed primarily at 
substance: 


“We should make perfectly clear 
that section 9 in its present form 
would eliminate a deduction which 
has been available for over 30 years, 
and as such it is obviously not a 
gimmick that we are talking about, 
or a matter of accidental oversight in 
the draft of the 1954 Revenue Act.” **° 


Others attacked the retrospective 
aspect of it, 


“This section is retroactive to De- 
cember 31, 1956. That is its worst 
feature .... Under section 9, however, 
the man who made the gift of income 
to the church 13 months ago will 
have the tax saving he counted upon 





’ Hearings cited at footnote 136, at p. 156: 
Statement of Sturges Warner, appearing for 
Yale University. 
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cancelled if the principal of the trust 
went to his wife, but it would not be 
cancelled if the principal of the trust 
went to his mistress. Tying a retro- 
active penalty on good deeds created 
more than a year ago onto the circum- 
stances just described is, I hope, too 
much. for this committee to swallow.” ** 


There was also criticism of a more 
technical nature. We have also seen 
several informal letters from mem- 
bers of the American Bar Association 
both criticizing and approving this 
section. 


Whether influenced by the theory 
of equal rights for wives and mis- 
tresses or by the general criticism of 
the effective date, the Treasury rec- 
ommended that the effective date be 
moved up to December 31, 1957. The 
need for changing this section is per- 
haps most obvious because the original 
press release did not recommend this 
solution but merely suggested that 
the two-year requirement be changed to 
ten years. This raises the question of 
to what degree subsequent legislation 
which enacts any of these proposals 
can make’ them retroactive. 


Another problem area in regard to 
the use of the press release as notice 
is the situation where the press re- 
lease described an abuse and proposed 
substantive legislation which was not 
incorporated in the bill. An example 
is seen in the first item of the press 
release. It describes the avoidance 
possibilities in the use of carved-out 
oil payments, mentions the recent 
court decisions upholding capital gains 
treatment on their sale, and suggests 
that proceeds from these sales be 
treated as ordinary income. The item 
concludes: “The subcommittee may 
want to consider making these provi- 
sions effective with respect to trans- 
actions entered into after the date of 





” Hearings cited at footnote 136, at p. 163: 
Statement of Clinton Davidson representing 
four small religious colleges. 
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this report.” If this proposal is ever 
put into a bill, some may argue for 
making it retroactive to the date of 
the release. It is true that even be- 
fore this release it was known that 
the Treasury opposed capital gains 
treatment of sales of carved-out in- 
terests, but when the bill to which 
this specific item is directed is drafted 
and passed without any reference to 
this proposal, the normal inference is 
that the proposal has been rejected. 
There is a further complicating item 
in this case in that the proposal would 
overthrow judicial decisions. On the 
one hand, these decisions strengthen 
the reliance of the taxpayer, but on 
the other, the reason that the proposal 
was not included may be that Con- 
gress was waiting for the final word 
from the judiciary. The Supreme 
Court heard argument on these cases 
on March 11, 1958. The problem of 
legislative overruling of a court deci- 
sion may still come up, of course. It 
is our position that Congress should 
not sit back and let the courts try to 
work out a legislative problem and 
then change the judicial result retro- 
actively as of the first time Congress 
indicated its concern with the area. 
If Congress wants to “wait it out” in 
the courts, then they must take the 
court’s decision as it is and change it 
prospectively if they do not like it. 
Even if there were no court decisions 
in the area we would say that the 
eventual codification of this provi- 
sion should not be retroactive. 


There were a number of other items 
in the release which proposed sugges- 
tions not incorporated in the bill. 
Item 14 suggested that where original 
preferred stock was issued with an 
unrealistically high redemption price 
and then sold just before redemption 
to get capital gains, the proceeds 


™ The bill was not reported out at this 
writing. The draft pages are D-6 and D-7. 
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should instead be treated as ordinary 
income, There has not been as 
much agitation in this area as in re- 
gard to carved-out oil payments and 
so the argument for making eventual 
enactment of this provision retro- 
active to the release is even weaker. 
It should also be noted that this par- 
ticular suggestion was not joined in 
by the joint committee staff. This 
would also detract from the notice 
effect of it. Again we would say no 
retroactivity. 


One approach to this area is seen 
in the treatment of multiple trusts by 
the advisory group on Subchapter J. 
Item 16 of the press release raises 
the problem of avoidance through the 
use of multiple trusts. This is one 
of three problems described in the re- 
lease for which no solution is- pro- 
posed. The release merely says: “It 
is suggested that solutions to this prob- 
lem be examined by the subcommittee 
in connection with the study, now in 
progress, of the tax treatment of es- 
tates and trusts.” 


Therefore, whatever solution the ad- 
visory group proposed would not be 
an enactment of a proposal in the re- 
lease. The advisory group recom- 
mended that its amendment be made 
“operative as of December 1, 1956,” 
in its first revised report, dated No- 
vember 22, 1957. However, the draft 
of its proposed bill says the amend- 
ment “shall apply to taxable years 
ending after the date of enactment of 
this Act.” "' We understand from 
Professor Casner, chairman of the ad- 
visory group, that it always was the 
group’s intention not to reach back to 
tax past years. The press release, 
thus, is not used in determining the 
effective date of the amendment. This 
is correct because the specific pro- 
posal was not included in the release; 


H. R. 8381 did not include it and the 
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Taxpayers, caught in the pinch of 
levies at all levels, are driven to 
search for tax loopholes and 
avoidance, and coming to government 
with hands out for payments of all 
kinds. Once we are on this 
merry-go-round, we are riding an 
endless circle.—Harry F. Byrd. 


proposed bill of the advisory group 
has not been published at this writing. 


We should note that they did rely 
on the press release in determining 
which trusts to tax. We have seen 
that, as a general rule, prospective 
legislation in regard to trusts need 
not be concerned with when the trust 
was created. Because of the extreme 
newness of this proposal, the group 
provided that only those trusts created 
after the press release notice will be 
subject to it. Originally, December 
1, 1956, was suggested as a reason- 
able date in light of the press release 
on November 7, 1956. The draft now 
reads: “trusts created after Decem- 
ber 31, 1956.” This change to De- 
cember 31 was made, we were told, 
only because it was an easier date to 
remember and not because the other 
date was discarded as insufficient or 
unjustified. (There is an exception for 
particularly “flagrant” multiple trusts- 
they will be taxed no matter when 
created.) The issuance of the release 
no doubt kept most prudent taxpayers 
out of this area after 1956. This use 
of its in terrorem effect is justified be- 
cause it does not go back and tax in 
come from the date of the release, but 
only after the date of enactment. The 
taxpayer would be well aware of the 
dangers in this area, or at least his 
attorney would be. They would know 
the ordinary risk of having a change 
in the method of taxing trusts. Further- 
more, by the use of proper insulating 
devices (termination or indemnifica- 
tion clauses) the taxpayer could suc- 
cessfully operate in this area after the 
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date of the release and then get out 
when the bill is enacted. All things 
considered, the proposal seems quite 
justifiable. 


The proposed solution to the effec- 
tive date problem in regard to multi- 
ple trusts was somewhat alleviated 
by the fact that there are two dates 
which are important in determining 
the effect of trust legislation—as of 
what date the statute itself is effec- 
tive, and the date which determines 
what trusts are to be affected by it. 
The next problem we face is the situ- 
ation where this compromise of double 
effective dates is not possible. Item 
15 of the press release presents such 
a case. It pertains to the sale of a 
life tenant’s interest to a remainder- 
man. The release states: 


“Present law provides that the life 
tenant may not amortize his basis 
over the period he is expected to have 
the use of the property How- 
ever [he] can achieve much the same 
result by selling his life interest. In 
this case his basis at the time of the 
sale is taken into account in deter- 
mining any taxable gain. Moreover, 
where the life tenant sells his interests 
to the remainderman, the remainderman 
can amortize his cost against the in- 
come from the property and still have 
full basis for the property (less any 
depreciation taken) after the death of 
the life tenant.” 


The warning here is minimal, if 
there is any at all. The release does 
not even say what the problem is or 
whether the objection is to the life 
tenant’s basis not getting amortiza- 
tion while he is in possession, or to 
his getting the effect of amortization 
through the sale, or to a combination 
of favorable results on the sale to the 
remainderman. As in the case of 
multiple trusts the release makes no 
suggestion as to effective dates. When 
or if there is legislation, however, 
only one date will be of importance. 
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The date of the press release should 
not even be considered as a possible 
effective date. In the multiple trust 
proposal the advisory group used that 
date only to grant a benefit, since 
they could have suggested the pro- 
posal apply to all trusts no matter 
when created. Here we are con- 
cerned with setting an effective date 
for substantive legislation which, in 
all likelihood, will be detrimental to 
the taxpayer. Where the press re- 
lease is as vague as it is, there is not 
sufficient in terrorem effect on which 
an argument for retroactivity to that 
date could be made. 


Original Section 56 of H. R. 8381 
related to the premium-payment test. 
It presents an interesting and unique 
situation. It was not included in the 
press release, was included in the pro- 
posed bill, was struck from the bill in 
the House, and to date the Treasury 
is strongly urging that it be put back 
in the bill by the Senate. The im- 
portant thing to see here is that what- 
ever notice was given by the committee 
report was dispelled when the House 
struck it from the bill, and even if 
the Senate puts it back in the bill it 
should not be made retroactive to the 
original proposed effective date (June 
26, 1957—the date the bill was intro- 
duced). The Kohl case,’®? of course, 
throws doubt on the whole area. If 
Untermyer**® means anything at all 
today, we believe the taxpayer cannot 
be held to act in accordance with a 
proposal that has already had such 
an uneven legislative history. 


The remaining aspect of the press 
release concerns those sections of 





™ Cited at footnote 47. 

™ Cited at footnote 52. 

™ Hearings cited at footnote 136, at p. 53. 

* If there is a difference, it would be that 
it was believed that these areas did not in- 
volve as much conscious or costly tax avoid- 
ance and that the corrections could be made 


satisfactorily within the usual legislative 


process. 
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H. R. 8381 which have different effec- 
tive dates than November 7, 1956, the 
date of the release. The press release 
suggested that Item 3 (FCC policies 
—Section 41 of the bill), Item 8 (lease 
improvements—Section 14 of the bill), 
Item 11 (income earned abroad—Sec- 
tion 60 of the bill), Item 13 (annuities 
as compensation—Section 19 of the 
bill) and Item 23 (police subsistence 
allowances—Section 4 of the bill) be 
enacted as of December 31, 1956. 
The bill now provides for this date. The 
Treasury has suggested moving the 
date up to December 31, 1957." Ap- 
parently these items have been con- 
sidered as requiring only current year 
retroactivity. Since they all deal with 
substantive changes and areas in which 
there has been tax avoidance, it is 
difficult to see why they were not 
grouped with the sections proposed to 
be effective as of November 7, 1956. 
It is even more difficult to understand 
why the Treasury suggested that this 
date be moved up a full year and that 
the November 7 date be moved up 
only 54 days. Everything which we 
say about the November 7 date ap- 
plies equally to the date of Decem- 
ber 31, 1956. This is because we do 
not see a significant difference in the 
sections involved,’ and there was 
clearly no better notice to which retro- 
active legislation could be attached on 


December 31, 1956, than on Novem- 
ber 7, 1956. 


The section on police subsistence 
allowances (Section 4 of H. R. 8381) 
received much criticism, at the Senate 
hearings, as to both its substance and 
retroactive effect..% It would be a 
harsh provision to apply retroactively. 


™ Hearings cited at footnote 136, at p. 432. 
Note that the proposal in H. R, 8381 would 
repeal 1954 Code Sec. 120, whereas the sug- 
gestion in the press release is that the exclu- 
sion be available only for amounts designated 
as police subsistence allowances on or be- 
fore August 16, 1954. 
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. . « there are 40 million American 
bondholders who are finding their 
bonds being depreciated each day. 
Why is that true? 

It is true because we are not meeting 
the problems of looking for 

increased taxes, or stopping loopholes 
whereby certain taxes are escaping. 
—Senator Alexander Wiley. 


As we have noted, the people which 
it affects have, by and large, not acted 
on advice of specialists. Furthermore, 
a tax attorney very well might have 
told them, if he were consulted, that 
the statutory allowances were not only 
within the law but had received judicial 
approval.**’ It is no doubt true that 
Georgia and Indiana police have bene- 
fited from Section 120 of the 1954 
Code.’ The surprising thing is that 
more states have not passed similar 
legislation to that in these two states. 
Here is a situation where Congress 
says they have made a mistake, but 
the average policeman probably thought 
he was just being done a favor. 
Whether the benefit was deserved or 
not is immaterial. It has been granted 
by statute. The extra income the 
police received has been spent or put 
into capital investment without even 
the innermost feeling that Congress 
did not intend this. Whether this 
be unconstitutional as a tax on capital 
or not, for practical purposes to make 
this section retroactive would be to 
tax income which the taxpayer has 
justifiably relied on as being beyond 
the reach of the tax collector. 


The Treasury’s position is also un- 
clear as to some items, now proposed 
to be effective as of 1954, which it 


calls benefits and hardships provi- 
sions. These are Sections 5, 10, 13, 
24, 32, 53, 54, 56, 71 and 75 of H. R. 
8381. Section 24 is particularly trouble- 
some and has received much criticism. 
It involves adjustments required by 
changes in accounting periods. This 
has been a sore spot in the law for 
quite a while. Section 481 of the 1954 
Code first provided a statutory basis 
for these adjustments, but did not re- 
quire that they be made for pre-1954 
years. The proposal would require 
adjustments for pre-1954 years when 
the taxpayer initiated the change in 
accounting method. The provision 
applies with respect to years begin- 
ning after December 31, 1953, and 
ending after August 16, 1954. (An 
exception is made for the case where 
the taxpayer and Treasury Depart- 
ment have reached an agreement in 
regard to the change before the enact- 
ment of this provision.) The harshest 
aspect of the bill is not its formal 
effective date, but rather the taxation 
of pre-1954 income through the re- 
quired adjustment. Much criticism 
at the hearings was similar to the 
following : 


“As a result of the combination of 
provisions in section 24, any taxpayer 
who was induced by section 481 of 
the 1954 code to change his account- 
ing method, with the justified expecta- 
tion that the income of pre-1954 years 
would not be taxed, is now taxed 
retroactively on that very income. 
The ultimate effect is to punish such 
taxpayers under something which very 
closely resembles a statutory entrap- 
ment in the tax area.” *°° 


This provision is described better 
as a change in policy than as a correc- 











™ Shirah v. Commissioner, 57-2 ustc J 9977, 
158 F. Supp. 40 (DC S. C.). 

“Tf the revenue gain from repealing this 
provision is limited to the police of these 
2 states, it is estimated that it would amount 
to about $300,000 a year.” (Work cited at 
footnote 135, at p. 7.) 


Retroactivity 


” Hearings cited at footnote 136, at pp. 
53-59. These sections now call for 1954 
effective dates. Mr. Smith labeled them as 
benefits and hardships. Query if he would 
also recommend advancing the effective dates 
to December 31, 1957? 

” Hearings cited at footnote 136, at p. 235. 
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tion of a loophole.*" However, the 
above criticism still indicates that it 
should not be made retroactive. It is 
true that the taxpayer could not do 
anything with certainty in this area; 
however, there is not any need for 
compounding the confusion by mak- 
ing this proposal so retroactive. Re- 
troactivity seems out of place in 
policy-type legislation. It is difficult 
enough to discern present policy with- 
out attempting to foresee future changes 
in it. 


V. Conclusion 


We have made frequent reference 
to the in terrorem effect of a press re- 
lease. One point remains. On whom 
should the burden of this attempt at 
intermediate legislation by committee 
fall? We cannot place the taxpayer 
perpetually in fear of legislation. The 


burden is ultimately on the legislature 
to fish or cut bait, and if they shirk 
this duty, as in regard to the sale of 
life interests, or postpone it too long, 
they must be considered in default 


and the necessary prior notice must 
be deemed to have lapsed. 


On the basis of the above considera- 
tions it is our conclusion, first, that 
it is not good policy to base retroac- 
tive legislation on a press release of 
the type published November 7, 1956. 
A committee report accompanying the 
bill when it is reported out of com- 
mittee is more “official,” more definite 
and, by hypothesis, closer in time to 
its enactment date. Second, given a 
situation where the press release is 
issued, we conclude that the notice as 
to the nine November 7 items and the 
other December 31, 1956 items is now 
stale and that these provisions should 
affect only transactions occurring in 
the calendar year in which the bill is 
passed, or at most should be retroac- 
tive to July 9, 1957, the date of the 


™ Section 4 of H. R. 8381 (police subsist- 
ence allowances) involves a reversal of a 
policy decision made in 1954 in regard to 1954 
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Ways and Means Committee’s Report 
on H. R. 8381. We are reluctant 
about this latter date only because of 
the possibility of stringing out the 
in terrorem effect of the notice, espe- 
cially since the bill has not yet been 
enacted. Even though the report is 
good notice, Congress still has the 
burden of acting upon the report with- 
in a reasonable time. 


As to the various purposes we have 
considered we reach the following 
general conclusions: 

(1) Administrative convenience. — 
This generally justifies retroactivity 
to the current period unless reliance 
on a result opposite to that of the 
statute will be upset without notice. 

(2) Benefits to the tax payer.—Retro- 
activity is generally acceptable with 
some reservation for the exceptional 
case of benefiting a small group at the 
expense of the community as a whole. 

(3) Clerical corrections. — Retroac- 
tivity is acceptable as long as the pro- 
vision is really clerical. 

(4) Elaboration of presumed original 
intent—Congress should not use this 
designation as a make-weight for their 
own, new intent. 

(a) If it merges into the clerical 
type of purpose, retroactivity is ac- 
ceptable here. 

(b) Where there is uniform, current 
interpretation retroactivity is unobjec- 
tionable. 

(c) Where, however, there has been 
confusion and disagreement among 
taxpayers, the Treasury and the courts, 
retroactivity must meet the require- 
ments of adequate notice: usually cur- 
rent year, or the date of introduction 
of the bill. 

(d) The enactment of Treasury regu- 
lations should only be current. If the 
regulation was valid when issued, 

(Continued on page 562) 


Code Sec. 120, which has turned into a loop- 
hole. 


TAXES —The Tax Magazine 





VOLUNTARY PAYMENTS 
TO WIDOWS OF EMPLOYEES 


By VINCENT J. JENNINGS 


It is still a live issue whether a voluntary payment by a corporation to a 
widow of an employee is to be treated as compensation 

or as a gift. In considering the taxability of such payments, this article 
includes discussions of, among other cases, Bogardus, Rodner and Simpson. 


HILE THE COMMISSIONER has relented on continuation 

of salary payments made to widows of employees under the 1939 
Code,’ the battle rages on with ever-increasing intensity regarding 
cases under the 1954 Code. On these 1954 Code cases, he apparently 
feels that his position is somewhat fortified by Section 101 which 
becomes effective as to employees dying after August 16, 1954. In 
the recent case of Reed v. U. S.,2 which so far as the writer knows is the 
first case decided under the 1954 Code provisions, the court rejected 
this argument and indicated that these widow payments can still 
qualify for exclusion from income as gifts. There are numerous 
similar cases pending at various levels of the Internal Revenue 
Service, so that taxpayers and the Commissioner may be assured that 
this problem will receive extensive judicial scrutiny, Where corporate 
income can be put in the hands of the bereaved widow undiminished 
by corporate or individual levies, we may assume that tax practi- 
tioners are steadfastly pursuing the appointed course. The Com- 
missioners’ men in the Audit Division are with equal consistency 
doubtlessly adjusting the affected returns. The outcome of the conflict 
is anybody’s guess. Here, in a few thousand technical terms, is mine. 


There are as many gradations of cases as there are cases in this 
area. We deal primarily here with the situation where the employer 
of a deceased employee makes payments to the surviving spouse, 
usually measured by the deceased employee’s salary; the employer 
had no obligation to make such payments and the deceased employee 
or his estate had no right to such payments; and the surviving spouse 





*T. I. R. 87, August 25, 1958, 1958 CCH Standard Federal Tax Reports 
| 6662. 
? 59-1 ustc J 9264 (DC Ky.). 
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has not and ig not expected to give 
consideration of any kind for such 
payments. 


The landmark from which any sur- 
vey of the tax terrain in the area of 
gift v. compensation must proceed, is 
the decision of the Supreme Court 
in Bogardus v. Commissioner.’ In that 
case the shareholders of Universal Oil 
Products Company had withdrawn 
$4,100,000 from that company and 
transferred it to a new -corporation, 
Unopco, which was to act as an in- 
vestment corporation. They then sold 
the Universal stock to an independent 
corporation, so that the assets and 
employees of Universal came under 
the control of the new owner of the 
Universal stock. The Unopco share- 
holders, formerly the Universal share- 
holders, then voted a corporate “gift 
or honorarium” to the employees of 
Universal. The Second Circuit, affirm- 
ing the Board of Tax Appeals, stated 
that while the payments were “legal 
gifts,” since otherwise the employee 
taxpayers’ position would not have 
even been plausible, they were in- 
tended as compensation for services 
and hence taxable. 


Majority-Minority Views 
in Bogardus Case 


A majority of five of the Supreme 
Court held that the classifications of 
“gift” and “compensation” are mu- 
tually exclusive. Further, that the 
intent of the persons making the dis- 


*37-2 ustc $9534, 302 U. S. 34, rev'g 
37-1 ustc § 9166, 88 F. 2d 646 (CA-2). 
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bursements was determinative of the 
proper classification under the statute. 
The pertinent part of the majority 
opinion follows: 


“The court below (88 F. (2d) 646, 
647) thought that payments such as 
are here involved ‘may be at once 
“gifts” under ... [the predecessor to 
Section 102] and “compensation for 
personal service” under .. . [the 
predecessor to Section 61(a)].’ Sucha 
view of the statute is inadmissible and 
confusing. The statute definitely dis- 
tinguishes between compensation on 
the one hand and gifts on the other 
hand; the former being taxable and 
the latter free from taxation. The two 
terms are, and were meant to be, 
mutually exclusive ; and a bestowal of 
money cannot, under the statute, be 
both a gift and a payment of com- 
pensation. ... 


“If the sum of money under con- 
sideration was a gift and not compen- 
sation, it is exempt from taxation and 
cannot be made taxable by resort to 
any form of subclassification. If it be 
in fact a gift, that is an end of the 
matter; and inquiry whether it is a 
gift of one sort or another is irrele- 
vant. This is necessarily true, for 
since all gifts are made nontaxable, 
there can be no such thing under the 
statute as a taxable gift. A claim that 
it is a gift presents the sole and simple 
question whether its designation as 
such is genuine or fictitious; that is 
to say, whether, though called a gift, it 
is in reality compensation. To deter- 
mine that question we turn to the, 
facts, which we have already detailed. 


ce 


. the disbursements here were 
authorized and the burden borne by 
persons who were then strangers to 
the Universal Company and its em- 
ployees, under no obligation, legal or 
otherwise, to that company or to any 
of its present or former employees. 
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There is entirely lacking the constrain- 
ing force of any moral or legal duty 
as well as the incentive of anticipated 
benefit of any kind beyond the satis- 
faction which flows from the per- 
formance of a generous act. The intent 
is shown by the appeal made at the 
stockholders’ meeting to the effect that 
it would be a nice and generous thing 
for these former stockholders of the 
Universal to show their appreciation 
of the past loyalty of that company’s 
employees by remembering them in 
the form of a ‘gift or honorarium’, 
and by the common understanding 
then reached that the stockholders 
would make the suggested ‘presents 
or gifts’ to these employees. Quite 
evidently, none of these stockholders 
had the slightest notion that a pay- 
ment of compensation was to be made.” 


In the minority opinion, Justices 
Brandeis, Stone, Cardoza and Black 
expressed their view as follows: 


“A payment received as compensa- 
tion for services is taxable as income, 
though made without consideration, 
and hence for many purposes a gift. 
Old Colony Trust Co. v. Commis- 
sioner, 279 U. S. 716, 730, 49 S. Ct. 
499, 504, 73 L. Ed. 918. To hold, as 
the prevailing opinion seems to do, 
that every payment which in any as- 
pect is a gift is perforce not compen- 
sation and hence relieved of any tax, 
is to work havoc with the law. A large 
body of decisions, whose provenance 
is Old Colony Trust Co. v. Commis- 
sioner, would be annulled by such a 
test... . Their teaching makes it plain 
that the categories of ‘gift’ and ‘com- 
pensation’ are not always mutually 
exclusive, but at times can overlap. 
What controls is not the presence or 


absence of consideration. What con- 
trols is the intention with which pay- 
ment, however voluntary, has been 
made. Has it been made with the 
intention that services rendered in the 
past shall be requited more com- 
pletely, though full acquittance has 
been given? If so, it bears a tax. Has 
it been made to show good will, esteem, 
or kindliness toward persons who hap- 
pen to have served, but who are paid 
without thought to make requital for 
the service? If so, it is exempt. 


“We think there was a question of 
fact whether payment to this peti- 
tioner was made with one intention 
or the other. A finding either in his 
favor or against him would have had 
a fair basis in the evidence. It was for 
the triers of the facts to seek among 
competing aims or motives the ones 
that dominated conduct.” 


A careful reading of the majority 
and minority opinions indicates that 
the court was unanimous on the de- 
terminative question in judging this 
type of case, namely, the intention 
which predominated in the minds of 
the persons making or ordering the 
payment. 

In spite of the taxpayers’ victory in 
Bogardus, the courts of appeal have 
since held most payments “in appre- 
ciation” to employees past or present, 
though legally gifts, to be compensa- 
tion for purposes of the tax statute.‘ 
The notable exception has been a group 
of cases involving gifts to ministers 
from their congregation.® 


Death Payment Cases 


Turning now to the death payment 
cases, we find the cases involving pay- 





*Carragan v. Commissioner, 52-1 ustc 
79317, 197 F. 2d 246 (CA-2); Wallace v. 
Commissioner, 55-1 ustc § 9260, 219 F. 2d 
855 (CA-5); Nickelsburg v. Commissioner, 
46-1 ustc J 2909, 154 F. 2d 70 (CA-2). 
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® Schall v. Commissioner, 49-1 ustc § 9298, 
174 F. 2d 893 (CA-5); Mutch v. Commis- 
sioner, 54-1 ustc $9165, 209 F. 2d 390 
(CA-3); Kavanaugh v. Hershman, 54-1 ustc 
{ 9267, 210 F. 2d 654 (CA-6); Abernethy v. 
Commissioner, 54-1 ustc § 9312, 211 F. 2d 
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The medicine which might cure our 
high blood pressure of inflation is 
only tending to raise the blood 
pressure higher to the point where 
the Nation's business will have 

a stroke.—A. S$. Mike Monroney. 


ments made pursuant to legal obliga- 
tions ® in which trial court findings 
that the payments were taxable were 
affirmed. Estate of Bausch v. Commis- 
sioner," which involved voluntary pay- 
ments to the executors of an employee, 
held that the postdeath payments were 
income since the executors in con- 
templation of law continued the per- 
sonality of the deceased employee. 


The decisions involving continua- 
tion of the deceased employee’s salary 
to the widow have nearly all been in 
favor of the taxpayer in trial courts, 
and are adequately summarized in 
articles in the February, 1956 and May, 
1958 issues of Taxes.® 


Typical of the Tax Court’s treat- 
ment of these widow cases is Florence 
S. Luntz, above, where the court stated 
the factors which support its deter- 
mination that the payments were gifts 
as follows: 


“ 


(1) the payments had been 
made to the wife of the deceased em- 
ployee and not to his estate ; (2) there 
was no obligation on the part of the 
corporation to pay any additional com- 
pensation to the deceased employee ; 
(3) the corporation derived no benefit 
from the payment; (4) the wife of the 
deceased employee performed no serv- 
ices for the corporation ; and (5) those 
of her husband had been fully com- 
pensated.” 

The Tax Court had cast aside in the 
earlier cases other factors which the 
Commissioner contended should bear 
on the determinative question of in- 
tent, such as the language used in 
the resolution authorizing payment, 
the treatment of the payments on the 








*Flarsheim v. Commissioner, 46-1 ustc 
{ 9305, 156 F. 2d 105 (CA-8); Varnedoe v. 
Allen, 46-1 ustc $9395, 158 F. 2d 467 
(CA-5). 

* 51-1 usre { 9146, 186 F. 2d 313 (CA-2). 

*Yohlin, “Employer Payments to the 
Widow of a Deceased Employee,” 34 Taxes 
87 (February, 1956); Groh, “Voluntary Pay- 
ments to an Employee’s Widow,” 36 TAxes 
333 (May, 1958). 

The following is a list of decisions for 
the taxpayer on this question in trial courts: 
Citizens Fidelity Bank and Trust Company v. 
U. S., 58-2 uste § 9762 (DC Ky.); Bank of 
the Southwest National Association, Houston 
v, U. S., 58-2 uste J 9703 (DC Tex.); Camp- 
bell v. U. S., 58-2 ustc J 9763 (DC Tenn.); 
Carley v. U. S., 58-2 ustc § 9562, 163 F. 
Supp. 429 (DC Ohio); Jones v. Squire, 58-2 
ustc J 9588 (DC Wash.); Neuhoff v. U. S., 
58-1 uste — 9506 (DC Fla.); Hardy v. U. S., 
58-2 ustc § 9521 (DC Ky.); Friedlander v. 
U. S., 58-1 ustc 79182 (DC Wis.); Betty 
Rodner v. U. S., 57-1 ustc 9 9392, 149 F. 
Supp. 233 (DC N. Y.); Limof v. U. S., 
58-1 ustc — 9204 (DC Minn.); Jackson v. 
Granquist, 57-2 ustc § 9713 (DC Ore.); 
Hilda Bounds v. U. S., 58-1 uste J 9165, 
157 F. Supp. 228 (DC Md.); Bankston v. 
U. S., 57-1 ustc [9626 (DC Tenn.), aff'd, 
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58-1 ustc $9495, 254 F. 2d 641 (CA-6); 
Gladys W. Simpson v. U. S., 57-2 ustc 
{ 10,057 (DC IIL); Amy A. Nixon v. U. S., 
57-2 ustc $9982 (DC Tenn.); Slater v. 
Riddell, 56-2 ustc J 9892 (DC Calif.) ; Graves 
v. U. S., 56-2 ustc $10,034 (DC Tex.); 
Bledsoe v. U. S., 57-1 ustc J 9211 (DC Ind.); 
Baur v. U. S., 57-1 uste ¥ 9210 (DC Ind.); 
Black v. Davis, 55-1 ustc J 9361 (DC Ala.); 
Florence S. Luntz, CCH Dec. 22,801, 29 TC 
647; Estate of Maycann, CCH Dec. 22,630, 
29 TC 81, appeal dism’d (CA-6, 1958); 
Estate of Foote, CCH Dec. 22,406, 28 TC 
547; Florence E. Carr, CCH Dec. 22,468, 
28 TC 779 appeal dism’d (CA-2, 1958); 
Ethel G. Mann, CCH Dec. 22,305(M), 16 
TCM 212; Louise K. Aprill, CCH Dec. 17,275, 
13 TC 707; Alice M. MacFarlane, CCH Dec. 
19,235, 19 TC 9; Estate of Arthur W. Hell- 
strom, CCH Dee. 21,191, 24 TC 916; Estate 
of John Hekman, CCH Dec. 22,363(M), 16 
TCM 304; Elisabeth R. Matthews, CCH 
Dec. 21,597(M), 15 TCM 204; Ruth Hahn, 
CCH Dec. 20,249(M), 13 TCM 308; Estate 
of Ralph W. Reardon, CCH Dec. 21,060(M), 
14 TCM 577; Marie G. Haskell, CCH Dec. 
21,133(M), 14 TCM 788; Estate of Albert 
W. Morse, CCH Dec. 22,916, 17 TCM 261; 
Allinger v. U. S., 58-2 ustc $9949 (DC 
Mich.), appealed to CA-6. 


TAXES—The Tax Magazine 








corporation returns, and the percent- 
age of stock owned or controlled by 
the widow or her family.® 


In Estate of Ginsberg,” the Commis- 
sioner prevailed because of the failure 
of proof by the taxpayer. The cor- 
porate resolution in that case was 
couched in terms of gift or gratuity; 
it was not shown how the payments 
were treated on the corporate books; 
the Form W-2 showed the payments 
as wages ; the record did not show the 
terms of employment of the decedent ; 
and the surviving brother, who be- 
came the manager of the corporation, 
failed to testify. 


The Commissioner apparently held 
for sometime that this issue was one 
of fact, and so abided with the trial 
court decisions in favor of the tax- 
payer. With the number of adjudica- 
tions in widow cases in favor of the 
taxpayer, in recent years, the Com- 
missioner questioned the correctness 
of the application of law in these cases. 
Accordingly, he sought review in the 
appellate courts. Appeals were noted in 
the Nixon, Maycann and Carr cases, 
above, but in each case the appeal was 
disposed of before hearing, presum- 
ably by settlement. In Bankston v. 
U. S., above, involving postdeath sal- 
ary payments to a widow, the Sixth 
Circuit adhered to the rule that it 
presented a question of fact and, there 
being adequate evidence to support 
the finding of a gift, affirmed the trial 
court. In that case the Commissioner 
argued that the payments were divi- 
dends since the widow owned a con- 
trolling interest of the stock of the 
corporation. This argument was brushed 
aside, as well as the Commissioner’s 
contentions regarding the tax avoid- 
ance inherent in the situation. On 
this latter question, the court said: 

*For an analysis of most of the decided 
cases, see Groh, article cited at footnote 8, 


at pp. 338-339, where the author has mar- 
shalled the facts in columnar form. 
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“We make no general rule and see 
no reason for the Government to be 
apprehensive that corporations will be 
able to declare tax-free dividends in 
this manner. Each alleged gift will 
have to be judged on its own merits 
and stand the test of being truly a gift.” 


Discussion of Simpson Case 


In Simpson v. U. S.," the Seventh 
Circuit reversed a district court deci- 
sion for the taxpayer-widow, the hear- 
ing panel dividing two to one. In that 
case the employer-corporation had a 
policy of continuing corporate officers’ 
salaries originating with a resolution 
of its board of directors in 1940 and 
1947. In 1950, the policy was estab- 
lished and made applicable to ten then 
living and employed executives. It is 
not reported whether all ten were 
stockholders, but the deceased husband 
of the widow involved in the case was 
a minority stockholder. The resolu- 
tion conditioned the payments to the 
widow on the executive’s remaining in 
the company’s employ until death. 
Further, the resolution stated that the 
payments to be made were “in con- 
sideration of services rendered to this 
company.” 

In 1951 on the death of Simpson, 
one of the ten, the company paid the 
widow $33,750 under the policy reso- 
lution. The payment was charged to 
an account labelled “Special Salaries,” 
and the corporation claimed and was 
allowed the deduction. 


The widow’s case was tried in the 
District Court for the Southern Dis- 
trict of Illinois by the court sitting 
without a jury; and the court, in a 
statement of findings of fact and con- 
clusions of law, entered a verdict for 
the widow for the amount of the re- 
fund claimed. 





"CCH Dec. 22,994(M), 17 TCM 472. 
* 58-2 ustc { 9923, 261 F. 2d 497 (CA-7), 
cert. den., March 23, 1959. 
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The majority of two of the hearing 
panel in the court of appeals reasoned 
as follows to reverse the widow's 
verdict and enter judgment for the 
government: 


(1) “Gross income” is all inclusive 
and exclusions must be construed with 
restraint. 


(2) The court of appeals is free to 
substitute its own view for that of 
the district court where, as in this 
case, the question presented is one 
of law. 


(3) The corporation received con- 
sideration and benefit for the pay- 
ments in retaining the services of 
valued executives. 


(4) Lack of intent to make a gift is 
shown by the corporation charging 
the payments to the “special salaries 
account,” and the language “in con- 
sideration of.” 


(5) The amount was not measured 
by the needs of the widow. 


(6) There was a moral obligation 
on the part of the corporation to pay 
the widow, and a legal obligation is 
not necessary. 

(7) The most important considera- 
tion is that the payments were pur- 
suant to an established plan. 


(8) The fact that the widow was 
not an employee is irrelevant. 


(9) The court distinguished one 
earlier case (Luntz, above) on the 
ground that there the payments were 
not pursuant to an established plan. 


The dissenting judge seemed to take 
the view that the majority is misled 
by the accounting treatment of the 
payments by the corporation, and he 
believed the widow should not be so 
penalized. 


The Simpson decision represents a 
departure from earlier decisions on 


59-1 usrc § 9159, 262 F. 2d 876 (CA-4), 
rev’g 58-1 ustc J 9165. 
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this question, but in view of the well- 
established plan among the ten exec- 
utives in the corporation existing before 
the death of the employee, this de- 
parture in result appears justified by 
the peculiar facts in the case. Such is 
the view taken in a subsequent case 
by the Fourth Circuit in Bounds v. 
U. S.,” in which it reversed a trial 
court finding for the government. The 
district court, in Bounds, apparently 
fell into error on the language of the 
corporate resolution authorizing the pay- 
ments, which was couched in contrac- 
tual terms: “in consideration of serv- 
ices heretofore performed.” (Italics 
supplied.) The court of appeals made 
a very thorough review of the decided 
cases, including Simpson, and concluded 
that a gift was accomplished in spite 
of the language used. As to Simpson, 
this court would adopt its rule only 
in cases where there was an estab- 
lished plan among corporate officers 
or employees to pay widow allowances, 
thereby downgrading the other factors 
relied on in Simpson. 


Policy of Commissioner 


With reference to the Commissioner’s 
rulings in these widow cases,”* it can 
be said that they are vacillating, and 
shed little light on the question. With 
T. I. R. 87,%* the Commissioner all 
but surrendered on continuation of 
salary payments to widows of em- 
ployees under the 1939 Code. His view 
of these cases and future litigation 
was stated as follows: 


“In view of a number of adverse 
court decisions in cases involving vol- 
untary payments to widows by their 
deceased husbands’ employers, the In- 
ternal Revenue Service today announced 
that it will no longer litigate, under 
the Internal Revenue Code of 1939, 
cases involving the taxability of such 

“I. T. 3329, 1939-2 CB 153; I. T. 4027, 


1950-2 CB 9, 
* Cited at footnote 1. 
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payments unless there is clear evidence 
that they were intended as compensa- 
tion for services, or where the pay- 
ments may be considered as dividends. 
Payments which will be considered 
‘voluntary’ in applying this policy do 
not include payments made pursuant 
to a contract or otherwise binding ob- 
ligation or pursuant to a plan or stat- 
ute in effect before the husband’s death. 


“Tn line with this new litigation policy, 
field offices of the Service will similarly 
dispose of 1939 Code cases not yet 
in litigation. 

“The Service emphasized that this 
announcement represents a litigation 
policy, implemented by consistent ad- 
ministrative action, pertaining to 1939 
Code cases only. The position of the 
Service with respect to cases in this 
area arising under the Internal Revenue 
Code of 1954 involves other considera- 
tions and will be made the subject of 
a future announcement.” 


The Commissioner seems to be con- 
sidering adoption of the interpretation 
of Section 101 suggested in Rodner v. 
U. S., above, as a matter of litigation 
policy. Such was his position in Reed 
v. U. S., above. At lower echelons of the 
Internal Revenue Service, this inter- 
pretation has heretofore been advanced 
in several pending cases. In Rodner, 
Judge Dimock, after holding the pay- 
ments excludable from income as gifts 
under Section 22(6)(3) of the 1939 
Code, suggested as follows as to the 
1954 Code cases: 


“The Internal Revenue Code of 1954 
(not applicable here) changed this. Sec- 
tion 101(b), 68A Stat. 26... eliminates 
the provisions limiting to contractual 
death benefits the application of the 
$5,000 exemption. To me the effect 
of this would seem to be to withdraw 
the complete exemption that gratui- 
tous death benefits had enjoyed and 
to substitute an exemption up to $5,000. 
In the complete revision effected by 
the 1954 Code the general language 


Payments to Widows of Employees 


In the arguments in favor 

of a declaration of rights, you 
omit one which has great 
weight with me, the legal 
check which it puts into the 
hands of the judiciary. 

This is a body, which if rendered 
independent, and kept 

strictly to their own department 
merits great confidence 

for their learning and 
integrity. —Thomas Jefferson, 
in a letter to James Madison. 


exempting gifts is controlled by the 
particular language of section 101(b) 
limiting the exemption of death bene- 
fits to $5,000. Gifts in general are 
exempt but gifts in the form of death 
benefits are taxable insofar as they 
exceed $5,000.” 

The validity of this interpretation 
must be examined in the light of the 
statutory language. Section 101(b) 
provides in part as follows: 


“(1) GENERAL RuULE.—Gross income 
does not include amounts received 
(whether in a single sum or otherwise) 
by the beneficiaries or the estate of an 
employee, if such amounts are paid 
by or on behalf of an employer and 
are paid by reason of the death of the 
employee. 


“$5,000 Limitation.—The aggre- 
gate amounts excludable under para- 
graph (1) with respect to the death 
of any employee shall not exceed $5,000.” 


Initially, it is to be noted that the 
amounts governed by this section are 
described as follows: “. . . amounts 
received .. . by the beneficiaries or 
the estate of an employee ....” (Italics 
supplied. ) 

A widow is clearly not “the estate,” 
so the Commissioner must bring the 
widow within the term “beneficiaries 
of the employee.” The widow, in these 
cases, is the beneficiary of the em- 
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ployer. To prevail, the Commissioner 
must persuade the court that “bene- 
ficiaries”” here was intended to mean 
“natural objects of bounty,” which in- 
clude numerous persons other than 
the widow. When it is recalled that 
this same language covers contractual 
payments, it seems more likely that 
“beneficiaries of the employee” was 
intended to mean the persons desig- 
nated by the employee during life to 
receive death benefits over which he 
had some control, for example, pension, 
profit-sharing and stock-bonus plan 
benefits, and the like. 

Regarding the effective date, Section 
101 provides as follows: 

“(f) Errective DATE oF SECTION.— 
This section shall apply only to amounts 
received by reason of the death of an 
insured or an employee occurring after 
the date of enactment of this title. 
Section 22(b)(1) of the Internal Rev- 
enue Code of 1939 shall apply to 
amounts received by reason of the 
death of an insured or an employee 
occurring on or before such date.” 


Subsection (f), above, specifically 
makes Section 101 the successor of 
1939 Code Section 22(b)(1), which 
excluded life insurance proceeds and 
contractual death benefits to benefi- 
ciaries of an employee. 

Under the 1939 Code, payments to 
a widow measured by the salary of 
the deceased employee, as indicated 
above, generally, were held gifts un- 
der Section 22(b) (3), which was car- 
ried over without substantial change 
to become Section 102 of the 1954 
Code. Payments which were deductible 
under Section 22(b)(3) would pre- 
sumably continue to be deductible 
under Section 102. 

Against this face-value reading of 
the statute, Rodner would teach that 
Section 102 and Section 101 must be 
read together and, by applying the 
canon of construction that the par- 
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ticular must prevail over the general, 
an intent to change the treatment of 
these widow payments is found. As- 
suming, momentarily, that this were 
the case, we may justifiably ask what 
section of what Code governs pay- 
ments to widow of employees dying 
between December 31, 1953, and 
August 16, 1954. Section 101 of the 
1954 Code cannot apply because its 
effective date is August 16, 1954. Its 
predecessor Section 22(b)(1) cannot 
apply because under its specific terms, 
it is limited to payments to which the 
employee had a contractual right. 
Section 22(b)(3) cannot apply be- 
cause Chapter 1 of the 1939 Code was 
repealed by Section 7851(a)(1)(A) 
for taxable years beginning after De- 
cember 31, 1953. The only possible 
section to apply would be Section 102, 
which is the successor of Section 
22(b)(3) excluding gifts. 


Fallacy in Rodner Case Theory 


If Section 102 applies to gifts to 
widows of employees dying between 
December 31, 1953, and August 16, 
1954, then how is it amended as of 
that date. The Rodner theory requires 
an amendment of Section 102 by im- 
plication, since subsection (f) men- 
tions only its effect to Section 22(b) (1) 
of the 1939 Code. This is the fatal 
defect in the Rodner theory on the 
face of the statute, without resort to 
artificial canons of construction. Cer- 
tainly, if an amendment of the suc- 
ceeding section were intended by 
Section 101 as of the date of enact- 
ment it would be made specifically. 
With the extensive cross-reference 
system incorporated in the 1954 Code, 
some mention of the relationship be- 
tween the two sections in all proba- 
bility would have to be made. 


Aside from the statutory language, 
the Rodner dicta finds no support in 
the legislative history. The report of 


(Continued on page 559) 
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Land Trusts 


and Contentious Beneficiaries 
By WILLARD J. LASSERS, Chicago Attorney 


This is a tale with a moral. In a suit against Sisyphus Quitclaim, 

Clytemnestra Groundrent seeks a judicial termination of a land trust. By means 
of this mythical court case, the subject of land trusts and resulting federal 
income taxes is explored in this elaboration of an article 

which appeared in the December, 1958 issue of the Chicago Bar Record. 


The Editor 
Taxes—The Tax Magazine 
Sir: 

The document subjoined to this letter came into my possession 
recently under circumstances which forbid revelation. Perusal re- 
veals it to be a decision relating to land trusts to be rendered by the 
Illinois Appellate Court, First District, on May 18, 1981. While none 
of the judges who will participate in the case are yet on the bench 
and while the case is far removed from us in time, the principal deci- 
sions cited in the opinion already have been decided and are to be 
found in the official reports. 


A word about the background of the case: A land trust is a device 
for holding title to real estate, improved or unimproved, widely used 
in Illinois, and to a lesser extent in a few other jurisdictions. Under 
this arrangement, the owners (or prospective owners) of property, 
cause title to be conveyed to a trustee (usually a bank or trust com- 
pany) by a deed in trust, which is recorded in the usual manner. A 
distinctive feature of the deed is that it purports to convey to the 
trustee “the entire legal and equitable title” to the premises, leaving 
to the beneficiaries “only” an interest in the earnings. The interest 
of the beneficiaries is declared to be personal property. Prior to the 
execution of the deed, the owners or prospective owners enter into a 
trust agreement with the trustee in which they are named as 
beneficiaries. 


Despite the apparent vesting of title in the trustee, actual control 
of the real property rests firmly with the beneficiaries or their agents. 
The beneficiaries manage and rent the property, make repairs and pay 
the bills. Usually, the income does not pass through the hands of the 
trustee. The trustee’s tasks are largely of a ministerial nature: It 
executes leases, mortgages, deeds, and the like, upon written direction 
of the beneficiaries. When the beneficiaries choose to dispose of the 
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property, they direct the trustee to 
convey to the purchaser, and there- 
upon the trust terminates. Because of 
the restricted nature of its activities, 
the trustee fees are far less than the 
fees of a conventional trustee. 


There are a number of genuine ad- 
vantages to the land trust: Since the 
deed in trust, the only recorded docu- 
ment, does not reveal the beneficiaries, 
they remain anonymous. It affords 
a convenient means for several per- 
sons to join in the acquisition of real 
property without incurring the dis- 
advantages of joint ownership and 
dower interests. Further, where a 
mortgagee is content to rely on the 
real property as security for the debt, 
the land trust affords a simple ar- 
rangement for avoiding personal re- 
sponsibility since a mortgage executed 
by the trustee is not a personal lia- 
bility of the beneficiaries." By in- 
cluding in the trust agreements suitable 
devolution provisions, the beneficial 
interests will descend without the 
necessity for probate. These advan- 
tages and others are considered at 
length in the articles cited below.’ 

Since the property is usually man- 
aged by the beneficiaries rather than 
by the trustee, the usual printed form 
of agreement between the beneficiaries 
and the trustee establishing the trust 
provides that the trustee is to “deal 
with” title to the property (execute 
deeds, leases, mortgages, and the like) 
only upon the direction of the bene- 
ficiaries. Some agreements require 
that all beneficiaries join in a letter of 
direction; but frequently the bene- 
ficiaries, by apt language in the agree- 
ment, delegate to specified individuals 
or to a majority (or other percentage) 
of the beneficiaries power to direct 


the trustee. Prior to about 1953, the 
customary form of land trust agree- 
ment did not give a beneficiary a right 
to revoke such delegation. About that 
year, however, presumably because 
of federal income tax considerations, 
some important land-trust-agreement 
forms were revised to provide that 
any beneficiary, at any time, may re- 
voke the delegation clause. After 
such revocation, all beneficiaries are 
required to join in a letter of direction. 
In the reported case, the beneficiaries 
had made such a delegation, but sub- 
sequently one of the beneficiaries ex- 
ercised his right of revocation. Because 
it was impossible for all beneficiaries 
to agree upon direction to the trustee, 
a deadlock resulted. In consequence, 
another beneficiary sought a judicial 
termination of the trust. 
The opinion is set out below in full 
text. 
Faithfully yours, 
W. J. L. 





APPEAL FROM CIRCUIT COURT 
Cook CouNTY 


STATE OF ILLINOIS 
Ss 
County or Cook 
Clytemnestra Groundrent, et al., 
Appellants, 
V. 
Sisyphus Quitclaim, et al., 
Appellees. 

Mk. Justice UPRIGHT DELIVERED THE 
OPINION OF THE CouRT: 

Plaintiffs appeal from a judgment 
denying termination of a land trust 
and denying partition of the interests 
of the beneficiaries. 





* Barkhausen v. Continental Illinois National 
Bank, 3 Ill. 2d 254, 120 N. E. 2d 649, cert. 
den., sub. nom., Edwards v, Barkhausen, 348 
U. S. 897,75 S. Ct. 218 (1954). 
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* As to such trusts generally, see Garrett, 
“Legal Aspects of Land Trusts,” 35 Chi- 
cago Bar Record 445 (1954), and Garrett, 
“Land Trusts,” 1955 University of Illinois 
Law Forum 655 (Winter, 1955). 
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(1) The facts—The facts of this 
unfortunate case, which are undis- 
puted, may be stated briefly. In the 
fall of 1976, Sisyphus Quitclaim, a 
real estate investor, learned that a 
luxury office building adjoining Gov- 
ernment Plaza in Chicago was being 
offered for sale for $5 million. Quit- 
claim together with four other in- 
vestors put up $1 million in cash, the 
balance of the purchase price being 
provided by mortgage. 


Prior to closing the contract, the 
five investors determined to take title 
in the name of a land trust, with Ut- 
most Fidelity Trust Company of 
Chicago as trustee, and, accordingly, 
they and Utmost Fidelity executed a 
trust agreement on a form then (and 
now) in use by Utmost Fidelity.* 
This form provided that the trust was 
to continue for 20 years. On Decem- 
ber 13, 1976, the deal was closed. At 
the direction of the beneficiaries title 
was conveyed by the sellers directly 
to Utmost Fidelity. 


During the first year after the pur- 
chase few problems arose. The build- 
ing, almost fully rented, earned a 
substantial income. Apparently by 
general consent, Quitclaim, for an 
agreed compensation, acted as agent 
for the property; he approved tenants, 
collected rents, paid the bills and 
periodically distributed the surplus 
cash among the beneficiaries.* In the 


* Similar but not identical forms are used 
by the principal Chicago bank and trust 
companies. At least one Florida form, while 
quite different in language, is similar in ef- 
fect. See form in The Law of Land Trusts 
(Central Bank & Trust Company, Miami, 
1958), p. 20. 

‘Did this arrangement constitute a part- 
nership among the beneficiaries? Perhaps 
so under Illinois law. (See Garrett, “Legal 
Aspects of Land Trusts,” 35 Chicago Bar 
Record 445, 451, (1954). Also, they may be 
partners for federal income tax purposes, 
under a duty, like every partnership, to file a 
return. See Tax Code Sec 761.1 (1974) 
formerly Sec. 761(a) of the Internal Reve- 
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There is nothing inevitable about 
the survival of the United States. 
Survival is the reward 

of civilizations which meet the 
responsibilities history thrusts 

upon them.—4J. William Fulbright. 


winter of 1977, Agamemnon Ground- 
rent, one of the beneficiaries, died in- 
testate, leaving as his heirs and next 
of kin his widow, Clytemnestra ; a son, 
LeSabre; and two daughters, Invicta 
and Electra. The beneficial interest 
of Agamemnon has devolved upon 
them and all are plaintiffs in this ac- 
tion. LeSabre is a tidal power en- 
gineer assigned to a project situated 
at longitude 135° 41’ 52”E, latitude 5° 
32’ 30”N. The girls attend college, 
majoring in metaphysics. 

After the death of Groundrent, a 
struggle ensued over the right to 
manage the property. This dispute 
led to an action by the Groundrent 
family to oust Quitclaim as agent. 
Latent ill-will between Clytemnestra 
Groundrent and Iphygenia Quitclaim, 
wife of Sisyphus, which soon became 
open warfare, contributed to the bit- 
terness of this contest. And, perhaps, 
feelings were intensified by the eco- 
nomic readjustment of 1977-1979, 
during the course of which nearly 
half the structure was unoccupied. 
This controversy, which is not before 
us directly, led to the events giving 





nue Code of 1954. See also Regs. Sec. 
1.761-1 under the 1954 Code. Note that 
under the regulations a partnership exists 
where co-owners of an apartment building 
lease space and, in addition, provide serv- 
ices to the occupants either directly or 
through an agent. If the arrangement is not 
a partnership (or an “association’”—see the 
subsequent text), then, 
perhaps, the trustee must file a fiduciary 
return. See Tax Code Sec. 7701.1.6. for- 
merly Sec. 7701(a)(6) of the 1954 Code. 
The question whether there is a trust, cor- 
poration or partnership is significant because 
of the widely different tax consequences 
which follow. 


discussion in the 
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rise to the case at bar. Hence a word 
about the management controversy. 


(2) The management controversy.— 
It is obvious that the real property at 
bar must have a manager. Yet the 
agreement among the beneficiaries is 
silent as to how he shall be selected, 
when and under what circumstances 
he shall make distributions to the 
beneficiaries, and so forth. Indeed, 
the agreement seems to indicate af- 
firmatively that there shall be no man- 
ager and that each beneficiary is to 
collect his share of the rents. 


Nothing is said as to how the ex- 
penses of operation are to be paid. 
Consider this language in the trust 
agreement ; 


“The beneficiaries hereunder 
in... their own right shall have the 
management of said property and 
control of the selling, renting and 
handling thereof, and each beneficiary 

. Shall collect and handle his .. . 
share of the rents .. . and said trustee 
shall have no duty in respect to such 
management or control, or the collec- 
tion, handling or application of such 
rents, ... or in respect to the payment 
of taxes or assessments or in respect 
to insurance, litigation or otherwise, 
except on written direction as herein- 
above provided 


Obviously, real estate (except for a 
small parcel) can hardly be managed 
in literal compliance with this pro- 
vision. 


If the court, which must decide the 
management dispute, refuses to ap- 
point a manager, the enterprise can 
scarcely carry on. If it does appoint 
one, it must in effect modify the 
agreement of the parties. And to 
what body of law shall it turn for 
guidance in defining the powers and 
duties of the manager? Unfortu- 
nately, there are several choices: An- 
swer may be found perhaps in the 
field of trust law, perhaps in the law 
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Courts are the mere instruments of 
the law, and can will nothing. . . . 
Judicial power is never exercised 
for the purpose 

of giving effect to the will of 

the judge; always for the 

purpose of giving effect 

to the will of the legislature; 

or, in other words, to the will 

of the law.—Osborne v. 

Bank of the United States, 22 U. S. 
(9 Wheat.) 738, 866 (1824). 


relating to tenants in common, or 
perhaps in the law of partnership, In 
any event, this problem happily is not 
before us. 


(3) The delegation of authority and 
subsequent revocation.—-Because of the 
character of the premises and the large 
rentals demanded, its tenants generally 
insist that leases be executed by the 
holder of the legal title, namely, Ut- 
most Fidelity. Other documents, too, 
from time to time must be executed 
by the trustee. 


The land trust agreement at bar 
provided that the trustee shall exe- 
cute such documents upon receiving 
a letter of direction signed by 60 per 
cent in interest of the beneficiaries. 
The relevant language reads as follows: 


“. . « Utmost Fidelity Trust Com- 
pany of Chicago will deal with said 
real estate only when authorized to 
do so in writing, and .. . (notwith- 
standing any change in the beneficiary 
or beneficiaries hereunder) it will, un- 
less otherwise directed in writing by any 
of the beneficiaries, on the written di- 
rection of 60% in interest of the 
beneficiaries hereunder or will on the 
written direction of such other person 
or persons as shall be from time to 
time named in writing by the bene- 
ficiary or beneficiaries, or on the writ- 
ten direction of such person or persons 
as may be beneficiary or beneficiaries 
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at the time, make deeds for, or other- 
wise deal with the title to said real 
estate, .’ (Italics supplied). 


The above provision appears on the 
printed form, except for the phrase 
“60% in interest of the beneficiaries 
hereunder,” which was added by type- 
writer in a space in the form left 
for the purpose. This clause, with- 
out the language in italics, appeared 
in land trust agreements for many 
years prior to about 1953. About that 
year, the italicized words were added 
by some companies to their form. 

Defendant Iphygenia Groundrent, 
a beneficiary by assignment of a por- 
tion of her husband’s interest, on June 
30, 1978, served notice on the trustee 
revoking the delegation of authority. 
In consequence, Utmost Fidelity has 
refused to execute any leases unless 
it receives a letter of direction signed 
by all the beneficiaries. Since it long 
has been impossible for the benefici- 
aries to agree upon any proposition, 
they have been unable to agree upon 
letters of direction and, consequently, 
for months no leases have been signed. 
Several tenants of the building, ever 
at the edge of a hurricane of litiga- 
tion, have found quarters elsewhere. 

Moreover, shortly it will be neces- 
sary to refinance the existing mort- 
gage on the building and, of course, 
the new financing will require the 
execution of appropriate documents 
by the trustee. 


Why did some companies modify 
their form to permit revocation of a 
delegation by any beneficiary? Fed- 
eral income tax considerations provide 
the answer. 


(4) History of the revocation clause 
—Federal income tax considerations.— 
It appears that under the Internal 
Revenue Code of 1939 (Section 3797 
(a)(3)) and prior, the federal corpo- 
rate income tax applied not only to 
corporations formally organized as 
such but also to “associations,” a term 
defined by the courts to include all 
business entities, whatever their for- 
mal nature, which have the essential 
attributes of corporations. A com- 
parable section appeared in the In- 
ternal Revenue Code of 1954 (Section 
7701 (a)(3)), and appears today in Tax 
Code Section 7701.1.3.° 


The reason for these statutory pro- 
visions is plain: Without it the cor- 
poration tax could be avoided simply 
by setting up a business entity which 
possessed the usual attributes of a 
corporation but which was not form- 
ally incorporated as such under law. 


How do the courts define an “as- 
sociation”? In general, any business 
the 

object of which is joint profit, is held 
to be an 


entity composed of “associates,” 


“association™ provided the 
entity has continuity of life unaffected 
the 
transfer of his interest and provided 
the management of the enterprise is 


by death of an “associate” or 


centralized in one or more persons. 
The leading cases are Morrissey v. 
Commissioner, 36-1 ustc § 9020, 296 
U. S. 344, Swanson v. Commissioner, 
36-1 ustc J 9021, 296 U. S. 362 and 
Helvering v. Combs, 36-1 ustc ¥ 9023, 
296 U.S. 365 (1935).? 

For many years prior to 1952, the 
tax status of the land trust was in 
doubt. Applying to it the principles 





* Other companies modified their language 
to read “unless otherwise directed in writing 
by the beneficiaries” rather than “by any of 


the beneficiaries.” The difference between 
the two versions is discussed below. 

* Similar. language has appeared in the 
revenue acts since the Income Tax Act of 
1913, 38 Stat. 172. 
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‘For a comprehensive review of the au- 
thorities, see Mertens, Law of Federal In- 
come Taxation (Zimit and Rev., 
1956), Ch. 38A, particularly, 38A.15 
relating to centralization of management as 
a criterion and Sec. 38A.19 relating to real 
estate associations. 
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discussed above, it was apparent that 
there were associates, that the object 
of the land trust was joint profit and 
that the trust had continuity of life 
unaffected by death or transfer of in- 
terest. Where a trust agreement con- 
tained no delegation of authority to 
direct the trustee, presumably there 
was no centralization of management 
and, thus, presumably, the land trust 
was not an “association’ taxable as a 
corporation. Where, however, the 
land trust did contain such delegation 
there was a question of centralization 
and, consequently, a question whether 
the land trust was an “association.” 


About 1952, before the italicized 
phrase had been added to the stand- 
ard form, a group of beneficiaries of a 
land trust (not the parties at bar), 
concerned about the tax status of the 
trust, requested and obtained a ruling 
from the Internal Revenue Service. 
This ruling, while apparently never 
published in the Internal Revenue 
Bulletin, was made available to the 
court below. It holds that where there 
is no delegation by the beneficiaries 
of power to direct the trustee, there 
is no centralization of management 
and, accordingly, that such a land 
trust, is not an “association.” More- 
over, the ruling stated that even where 
the beneficiaries enter into an agree- 
ment for centralized management, the 
land trust is not an “association” if 
this agreement is terminable at any 
time by any beneficiary. Shortly after 
the issuance of this ruling, some banks 
and trust companies in Chicago 
amended their standard printed form 
of land trust agreement by adding to 
the paragraph quoted above the lan- 
guage in italics. Presumably, the pur- 
pose of this modification was to permit 
centralization of management without 





subjecting the land trust to taxation 
as an association.® 


Under the language as modified, it 
is clear that any beneficiary may, at 
any time, revoke a delegation of au- 
thority. Upon revocation all bene- 
ficiaries are required to join a letter of 
direction. 


Not all land trust forms in use in 
Illinois permit revocation of a delega- 
tion by any beneficiary. As mentioned 
in footnote 5 above, some forms provide 
that the trustee will act pursuant to 
a delegation “unless otherwise directed 
in writing by the beneficiaries.”” This 
language must be contrasted with the 
language of the case at bar—“unless 
otherwise directed in writing by any 
of the beneficiaries.” Presumably the 
alternate version requires all bene- 
ficiaries to join in a revocation and, 
thus, does not appear to satisfy the 
requirements of the 1952 ruling. Thus, 
the alternate version risks a potential 
Treasury attack on a land trust as an 
“association” but avoids the risk of 
deadlock among the beneficiaries re- 
sulting from a revocation by a single 
beneficiary. 


One may ask why the investors in 
the case at bar did not achieve cen- 
tralized management without risking 
revocation of the delegation by a single 
beneficiary by taking title to the prop- 
erty in the name of a corporation and 
then electing to have the corporate 
income taxed to them personally as 
a “small business corporation.” (See 
Tax Code Section 1371, and following— 
Section 1371 and following of the In- 
ternal Revenue Code of 1954, as 
amended September 2, 1958.) The 
reason they did not do so appears to 
be that since more than 20 per cent 
of the gross receipts of the corpora- 


(Continued on page 553) 





*It is interesting to note that subsequent 
to the 1952 ruling, the Fifth Circuit in 
Guaranty Employees Association v. U. S., 
57-1 ustc J 9336, 241 F. 2d 565, held that an 


544 


June, 1959 @ 


employee organization which conducted real 
estate operations through an elected execu- 
tive committee was not an “association” 
despite the centralization of management. 
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New Basis for Property 
Acquired by Gift 


By REINHOLD GROH 


This article discusses an addition to Section 1015 of the Code. ‘‘Now when we 
need to determine the basis of property acquired by gift,'’ Mr. Groh cautions, 
“‘we must also inquire into the amount of gift tax, 

if any, that was paid on the transfer."" The author is a Chicago CPA, 

and his article is derived from a speech which he gave 

before the Illinois Society of Certified Public Accountants. 


VER SINCE the passage of the 1921 Revenue Act, or for a period 

of 38 years, the basis for determining gain, loss, depreciation or 
amortization of property acquired by gift after December 31, 1920, 
has been held to be the same as it would be in the hands of the donor 
or the last preceding owner by whom it was not acquired by gift. If 
such property is sold at a loss, however, the amount of loss recognized 
cannot be greater than the excess of the fair market value of the prop- 
erty on the date of gift over the amount received upon sale by the 
donee.’ 


This attribution of the donor’s basis of gifted property to the 
donee is in keeping with the general principle in income taxation of 
measuring gain, loss, depreciation or amortization by reference to the 
cost of the property as adjusted for allowed or allowable depreciation. 


Gift Tax Not Included in Basis 


Although this principle of establishing basis has recognized a 
donor’s direct costs attributable to property transferred in gift, it has 
not recognized the indirect cost of making of the gift, namely, that of 
the gift tax paid in respect to the property transferred. The inequity 
of the exclusion of the gift tax paid from the basis of gift property 
might be more apparent if we consider a case where the donor does 
not pay the gift tax, but where the donee does pay the tax. If the 
amount of the tax cannot be added to the basis of the property, 
the donee has received property the basis of which in his hands is the 
donor’s basis (assuming for this example that the f. m v. date of gift 
is more than the donor’s basis) and he will pay the gift tax applicable 
to the transfer, but for which payment he receives no adjustment to 
the basis of the property for the purpose of determining gain or loss 





* Since 1934 act. 
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on a subsequent sale. (It must be 
assumed, for this example, that the 
fair market value at the date of the 
gift is more than the donor’s basis.) 

The Senate Finance Committee has 
recognized that in order to properly 
reflect total “costs” of donated prop- 
erty, it is necessary to increase the 
basis of the property by the amount 
of the gift paid in order to make the 
transfer in gift. Accordingly, Sec- 
tion 43 of the Technical Amendments 
Act of 1958 was added to H. R. 8381, 
which adds new subsection (d) to Sec- 
tion 1015 of the 1954 Code. 


New Rule Adds Gift Tax Paid 
to Donor's Basis 


This new subsection ? provides that 
the basis of property acquired by gift 
on or after September 2, 1958,° shall 
be increased by the amount of gift tax 
paid which is applicable to the prop- 
erty, but not in excess of the fair mar- 
ket value of the property at the time 
of gift. 

Accordingly, this section will have 
no effect on the basis of gift property 
in the hands of the donee if the fair 
market value at the time of gift was 
less than the basis in the hands of the 
donor. 


Basis of Property Acquired Before 
September 2, 1958—Adijustment 


Similarly, the basis of property ac- 
quired by gift prior to September 2, 
1958, which has not been sold, ex- 
changed, or otherwise disposed of be- 
fore such date shall be increased on 
September 2, 1958, by the amount of 
gift tax paid in respect thereto, but 
in no event may this increase in basis 
exceed an amount which is equal to 
the amount by which the fair market 
value of the property at the time of 





* Code Sec. 1015(d)(1)(A). 
*Date of enactment of the 
Amendments Act of 1958. 


546 


Technical 


June, 1959 @ 


the gift exceeded the donor’s basis at 
the time of the gift.* 


It is especially significant to note 
that the basis of property acquired by 
gift prior to September 2, 1958, is to 
be adjusted on September 2, 1958, for 
the applicable and allowable amount 
of gift tax paid in respect to the prop- 
erty. The significance of this provi- 
sion can best be explained by the 
following illustration: 


On September 2, 1948, A gave de- 
preciable property to B, which had an 
adjusted basis in A’s hands of $75,000, 
a fair market value of $103,000, and a 
remaining useful life of 20 years. A 
paid $15,525 in gift tax on the trans- 
fer. B still held the property on 
September 2, 1958, and had been al- 
lowed depreciation of $37,500 during 
the ten years he had held the prop- 
erty, at the rate of $3,750 per year, 
assuming no salvage value. On Septem- 
ber 2, 1958, the property had an ad- 
justed basis in B’s hands of $37,500 
before application of this new provi- 
sion,® and a remaining useful life of 
ten years. Since the gift tax of $15,525 
paid on the transfer is less than the 
excess of $28,000 of the fair market 
value of the property over A’s basis 
at the time of gift, the full gift tax of 
$15,525 might be added by B to his 
remaining basis of $37,500 on Septem- 
ber 2, 1958, resulting in a new basis 
of $53,025, which, when amortized 
over the remaining ten years, will 
provide an annual depreciation of 


$5,302.50. 


No Increase in Basis 
lf Gift Tax Not Paid 


No increase in basis is allowed un- 
less the applicable gift tax is actually 
paid. It is immaterial whether the gift 
tax is paid by the donor or by the 

(Continued on page 558) 


*Code Sec. 1015(d)(1)(B). 
* Code Sec. 1015(d)(1)(B). 
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WASHINGTON TAX TALK 


Report of Treasury Secretary on Foreign Investment Incentive 
Tax Act of 1959 . . . Supreme Court decisions in tax cases. 


HE SECRETARY OF THE TREASURY gave mild support to 

H. R. 5—the Foreign Investment Incentive Tax Act of 1959— 
in his 15-page report on the bill to the chairman of the House Com- 
mittee on Ways and Means. The bill would provide tax incentives 
for the expansion of United States investment abroad, including a 
14 per cent reduction in tax rates, liberalization of the present restric- 
tions on tax-free transfers of property to foreign corporations, and 
credits for taxes spared by foreign countries to attract American 
industry and investments. 


The Secretary of the Treasury told the committee he would favor 
adoption of legislation which would in fact promote the flow of United 
States investments in the less-developed regions of the free world, 
including Latin America, Asia, the Middle East and Africa. The 
committee was told that, in the interest of fiscal soundness, the 
Treasury opposes at this time the enactment of legislation providing 
tax benefits to encourage investment in the more industrialized areas 
of the world. 


Specific measures which the Treasury would support are: 


(1) The deferral of tax on income derived by a foreign business 
corporation which obtains substantially all of its income from invest- 
ments in one or more of the less-developed areas of the free world. 


(2) Ordinary loss treatment for losses incurred by original inves- 
tors on stock of a foreign business corporation. 


(3) The early implementation, by treaty or negotiated agreement 
authorized by legislation, of the principle of “tax sparing” in order 
to make it possible for American firms to benefit from the tax induce- 
ments offered by a country to attract new capital. 


The Secretary told the committee that the Treasury opposed most 
of the provisions of H. R. 5 unless safeguards are enacted to reduce 
the impact of revenue loss, particularly in the first year. 


Congressman Boggs, author of H. R. 5, and chairman of the 
Subcommittee on Foreign Trade Policy of the House Committee on 
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Ways and Means, is confident that 
action on H. R. 5 by the House and 
Senate will not be delayed. 


“It appears that the Administration’s 
recommendations are more limited in 
their coverage than those contained 
in H. R. 5,” Congressman Boggs stated. 
“This reflects the Administration’s 
concern for avoiding more than a 
minimum of revenue reduction in the 
first year of the law’s operation, Ac- 
tually, concern for short-term revenue 
consequences obscures the fact that, 
under the tax deferral provision, the 
income on which taxes are deferred 
today will be reinvested and will yield 
greater income and greater revenue in 
future years.” 

Sign of things to come?—Behind 
the semicircle rostrum in the hearing 
room of the House Committee on 
Ways and Means is a large sign 
headed “6 Goals of Federal Tax Re- 
form.” Goals listed are lower rates, 
broader tax base, investment for growth, 
fairness, simplicity and more revenue. 


The Commissioner 


The IRS held a protest hearing on 
proposed regulations under Subchap- 
ter S of the 1954 Code dealing with 
“tax-option corporations.” The main 
issue during the hearings was Section 
1.1372-1(a)(2) of the proposed regu- 
lation, which would, if adopted as 
final, exclude from the election to be 
taxed as a small business corporation 
those corporations in the process of 
liquidation or where liquidation is 
contemplated. The IRS officials were 
reminded that the legislative history 
of the Technical Amendments Act of 
1958, which contained new provisions 
of Subchapter S, does not indicate 
that a corporation’s election will be 
terminated because it is in the process 
of or is contemplating liquidation. 


It was also pointed out to the IRS 
that elections to be taxed as small 
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business corporations were made un- 
der Subchapter S for the 1959 year 
in the absence of regulations under 
the new law. It was requested that 
consideration be given to permit new 
elections for 1959 or permit revoca- 
tions of existing elections, where those 
electing have found it would impose 
an economic hardship on them to be 
taxed as a tax-option corporation after 
studying the final regulations under 
the law. 


Congressmen Ikard and Thornberry 
of Texas, representing a community 
property state, requested that the final 
regulations provide that in community 
property states a man and wife be 
counted as one shareholder rather 
than as two shareholders. 


Representatives of office building 
corporations requested that the final 
regulations permit them to qualify 
as a “tax option” corporation, even 
though they derive more than 20 per 
cent of their incomes from “rents” 
under Section 1.1372-4 of the regula- 
tions. It was pointed out that the 
proposed regulation now excludes hotels 
and apartment houses furnishing hotel 
services from the 20 per cent limita- 
tion for determining if the corporation 
has personal holding company income. 


The Treasury 


Congress is not giving quick action 
to the Treasury Secretary’s legislative 
recommendations to amend the fed- 
eral tax laws in specified areas. The 
Secretary sent the following proposals 
to Congress during the past few months 
with recommendations they be given 
speedy Congressional action to over- 
come possible revenue loss from ad- 
verse court decisions and to provide 
additional revenues for the Highway 
Trust Fund: 


(1) Amend Section 613(c) of the 
1954 Code to define “ordinary treatment 
processes” for minerals to preclude 
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what Treasury considers “excessive” 
depletion allowances, particularly with 
respect to clay products. The Com- 
mittee on Ways and Means held a 
public hearing on this proposal on 
March 5, 1959, but has taken no 
further action. 


(2) Amend Section 613(c) of the 
1954 Code by adding new subpara- 
graphs (5) and (6) to define “gross 
income from property” for computing 
percentage depletion allowances in 
the case of oil and gas wells. No 
Congressional action has been sched- 
uled on this proposal sent to Con- 
gress on February 26, 1959. 


(3) Amend the excise tax provi- 
sions of the 1954 Code to increase 
from four to 4% cents per gallon the 
tax on motor fuels from July 1, 1959 
through June 30, 1964, to make the 
Highway Trust Fund self-sustaining ; 
increase from two to 4% cents per 
gallon the tax on aviation gasoline; 
and impose a tax of 4% cents a gallon 
on jet fuel, which is now tax-free. 
The Treasury also recommended tax 
receipts from aviation gasoline and 
jet fuel be retained in the general 
budget receipts and not be trans- 
ferred to the Highway Trust Fund. 
Congress has taken no action on this 
recommendation. Chairman Mills of 
the Committee on Ways and Means 
has indicated in recent speeches he is 
not in favor of this proposal. State 
governments also oppose this pro- 
posal, which they feel would encroach 
upon one of their sources of revenue. 


(4) Amend Section 4051 of the 1954 
Code to define a “retail sale as one 
which is made for other than resale” 
for computing federal excise taxes on 
sales of items by wholesalers which 
are used by the buyer as gifts and prizes. 
This recommendation, if adopted by 
Congress, would nullify the effects of 
the Gellman and Torti decisions, which 
held that such sales by wholesalers 
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were not subject to the retailers ex- 
cise tax. 


The Department of Justice 


In a speech on May 8, 1959, before 
the Cornell Law Association, Cornell 
University, Assistant Attorney Gen- 
eral Charles K. Rice discussed the 
growing volume in federal tax litiga- 
tion, the benefits of a specialized court 
of appeals to hear all appellate mat- 
ters involving federal tax cases, and 
the logic of the Department of Justice 
handling cases before the Tax Court 
of the United States. 


As of a recent date, there are 16,000 
cases pending in all federal courts 
(including the Tax Court) which in- 
volve more than $1.6 billion—or an 
average amount of nearly $100,000 
per case. Of the 16,000 pending cases, 
some 13,000 are in the Tax Court as 
against around 3,000 in the district 
courts and the Court of Claims. Break- 
ing down this figure for civil tax 
litigation in the district courts and 
Court of Claims only, Mr. Rice stated 
that in 1947 only $85 million was in- 
volved in all federal tax cases, while 
today the figure is in excess of $600 
million. In 1947 the average case 
pending in the district courts and 
Court of Claims involved $60,000; 
today the figure is around $190,000. 


“It is not difficult to determine why 
this enormous increase in tax litiga- 
tion had taken place,” Mr. Rice stated. 
“Many recognizable factors have made 
it inevitable. Population growth, the 
lowering of exemptions and the im- 
position of high tax rates all have 
combined with a high degree of busi- 
ness activity to produce that result. 
More returns filed have meant more 
audits, more controversies and, in the 
end, more litigation.” 


At present the Chief Counsel of the 
Internal Revenue Service handles all 
litigation in the Tax Court, while the 
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Attorney General is responsible for 
all the rest of federal tax litigation, 
including appeals from Tax Court 
decisions. Mr. Rice pointed out that 
the Justice Department has supported 
proposed legislation to transfer the 
Tax Court to the judicial branch of 
the government. If this is done, Mr. 
Rice favors the transfer of responsi- 
bility for handling of Tax Court cases 
to the Attorney General. 


At present there are 11 courts of 
appeals which handle tax cases. Mr. 
Rice supports the proposal to create 
a Tax Court of Appeals as a means 
of cutting down the amount of tax 
litigation and provide greater cer- 
tainty as to the law than exists today. 


“T do think that it is not conducive 
to orderly tax administration to have 
the Supreme Court as the only final 
arbiter of all controversial tax ques- 
tions,” Mr. Rice pointed out. “With 
a single court of appeals, most tax 
questions would be resolved at that 
level without all the loss of time in- 
volved in ‘jockeying’ for position and 
‘shopping’ for a favorable Circuit in 
order to develop a conflict which would 
warrant Supreme Court review.” 


Mr. Rice voiced opposition to the so- 
called “two-circuit rule,” under which 
the government would be prohibited 
from litigating further any tax ques- 
tion after two courts of appeals have 
decided the matter adversely to the 
government. 

“It is well known that some Cir- 
cuits are considered as more favorable 
to taxpayers than others. The adop- 
tion of a ‘two-circuit rule’ would un- 
doubtedly cause taxpayers to seek to 
maneuver cases into Circuits consid- 
ered favorable to their respective 
positions in the hope that those cases 
would be the first decided. While 
this sort of thing goes on at the pres- 
ent time, it would be intensified under 
the proposed rule. One may doubt 
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whether this would increase public 
confidence in the soundness of tax 
administration.” 


In conclusion, Mr. Rice said: “The 
steady rise in the volume of the litiga- 
tion, which has gone on now for more 
than a decade, makes it imperative 
that we continue to examine the sys- 
tem with a view to making improve- 
ments wherever possible.” 


The Supreme Court 


Before its recess on May 4, the 
Supreme Court announced decisions 
in a number of tax cases: Brott (in- 
come tax evasion) ; David (income tax 
evasion); Don McCullagh (sales tax 
on leasing of tangible personal prop- 
erty) ; Duluth South Shore and Atlantic 
Railroad (franchise tax on a foreign 
corporation) ; ET & WNC Transporta- 
tion Company (tax on interstate in- 
come); International Shoe Company 
(tax on interstate income) ; Klamath 
(tax deductions for payments to 
stockholders) ; Smoot Sand and Gravel 
Corporation (tax on interstate in- 
come) ; Stern (tax on the sale of a lit- 
erary composition); and Van Beuren 
(estate tax). 


The Duluth South Shore and Atlantic 
Railroad and Don McCullagh cases 
were dismissed; a rehearing was de- 
nied in ET & WNC Transportation; 
and certiorari was denied in all the 
other cases, 


Admissibility of evidence in an in- 
come tax evasion case.—In denying 
certiorari on May 4 in Brott v. U.\S. 
(Docket No. 778), the Court in effect 
upheld the conviction of Brott for tax 
evasion by false representations. 
During the course of an income tax 
investigation covering the years 1950- 
1953, the taxpayer gave sworn state- 
ments concerning his assets which 
omitted mention of bonds and savings 
accounts owned jointly with his wife. 
In a criminal action for making false 
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representations to the IRS, Brott 
claimed the omission was uninten- 
tional. His wife testified that these 
specific assets came from her savings 
before marriage and from wedding 
gifts at the time of marriage in 1941. 
The prosecution then offered evidence 
showing that in 1942, when Brott 
sought a draft deferment on the 
ground of support of his wife and ex- 
pected child, he had stated that they 
had no assets and were dependent on 
his earnings of $50 a week and that 
she would become a public charge in 
the event he was drafted. An appel- 
late court affirmed his conviction, de- 
nying Brott’s contention that the 
district court was in error in receiving 
the evidence of another illegal act. He 
contended that this admission was 
prejudicial and a reversible error. 


On April 20 the Court denied cer- 
tiorari in David v. U. S. (Docket No. 
750). David was convicted on two 
counts of an indictment charging him 


with willful income tax evasion for 
1948 and 1949. 


Sales tax—intrastate v. interstate 
leasing of tangible personal property. 
—In a per curiam opinion on April 27, 
the appeal in Don. McCullagh v. Mich- 
igan Department of Revenue (Docket 
No. 756) was dismissed, upon motion, 
for want of a substantial federal ques- 
tion. The Michigan Supreme Court 
had remanded the case to the trial 
court with directions to set aside the 
judgment in McCullagh’s favor and 
to enter judgment in favor of the 
state. 


Franchise tax on foreign corpora- 
tion —The Duluth, South Shore and 
Atlantic Railroad v. Michigan Corpora- 
tion and Securities Commission (Docket 
No. 712) case was dismissed on April 
20. This was an appeal from a deci- 
sion on September 10, 1958, by the 
Michigan Supreme Court which af- 
firmed a Michigan Corporation Tax 
Appeal Board’s decision upholding a 
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determination by the Michigan Cor- 
poration and Securities Commission 
fixing the annual franchise tax of the 
railroad, a foreign corporation doing 
intrastate and interstate business in 
Michigan. 


Tax on interstate income.—A re- 
hearing was denied on April 20 in ET 
& WNC Transportation Company v. 
Currie (Docket No. 524). Resting on 
its decision in the Northwestern States 
Portland Cement and Stockham Valves 
cases, the Supreme Court in a per 
curiam opinion on March 2 affirmed 
the decision of the North Carolina 
Supreme Court in this case, which 
was that the state could tax the in- 
come of an interstate motor carrier 
which transacted no intrastate busi- 
ness there. 


On May 4 the Court denied certi- 
orari in Jnternational Shoe Company v. 
Fontenot (Docket No. 807), in effect 
sustaining the validity of a Louisiana 


income tax on a foreign corporation 
engaged in interstate commerce. The 
company contended that their situa- 
tion was different than that of North- 


western States Portland Cement and 
Stockham Valves since it had no facil- 
ities in Louisiana, but only employed 
salesmen for the solicitation of orders 
there. 


The franchise tax in the District of 
Columbia is regarded as an income 
tax on corporations. Certiorari was 
denied by the Court on April 20 in a 
case involving this tax (Smoot Sand 
and Gravel Corporation v. D. C. (Docket 
No. 713)). In effect this leaves stand- 
ing a decision of the District of Co- 
lumbia Circuit Court which sustained 
assessments of a franchise tax against 
the company, a foreign corporation 
doing business within and without the 
District of Columbia. The tax was 
levied on an apportionment of the 
company’s sales in the District to its 
total sales. The appellate court held 
that the company had failed to show 
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that the apportionment was arbitrar- 
ily or unreasonably applied. The 
gravel company contended that all of 
its production was done outside the 
district and that the appellate court’s 
decision erroneously allowed income 
attributable to business done outside 
the district to be taxed by the dis- 
trict without apportionment. The 
company further maintained that the 
district had imposed a net income 
tax on 100 per cent of its district’s 
sales. 


Compensation or distribution of 
profits?—Certiorari was denied on 
April 20 in Klamath Medical Service 
Bureau (Docket No. 731), involving 
income tax deductions for payments 
to stockholders, physicians-employ- 
ees, in excess of their base fee billings 
for services rendered to its subscrib- 
ers. Klamath contended that the pay- 
ments were compensation for services 
rendered ; the IRS said they were non- 
deductible distributions of corporate 
income. The corporation is largely 


engaged in the business of selling pre- 


paid medical, surgical and hospital 
plans or contracts in Klamath County, 
Oregon, and providing the medical 
and surgical services and hospitaliza- 
tion required under the plans and con- 
tracts. A primary source of the 
bureau’s income is the premiums 
paid on the plans and contracts sold. 
Another source of income is from 
noncontract patients using the hospi- 
tal facilities the bureau owns. Stock- 
holders are the members of the county 
medical association and are under 
contract to the bureau to perform the 
services necessary. Doctors, under 
the contracts, agree to a schedule of 
base fees for each service performed 
and they are paid according to a 
complex formula. The bureau deter- 
mines what its net profit will be, de- 
ducts amounts necessary to retire 
bonds, etc., and then pays out a per- 
centage of its profits to the doctors 
regardless of what the fee schedule 
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amount would be, since the latter is 
only a base fee. During the years in 
question these amounted to 116.9, 
115.7 and 134.3 per cent of each phy- 
sicians’ billings for the three years, 
so that in each year the excess over 
100 per cent represented payments in 
excess of the fee schedule. The Tax 
Court found that while the fee sched- 
ule was unreasonably low when com- 
pared to like services and procedures 
and compensation charged therefor by 
physicians in private practice, it was 
equitable and fair when the lessened 
costs to doctors rendering services 
under the plan (which lessened costs 
are attributable to taxpayer’s opera- 
tion) were considered. It was further 
held that 100 per cent of the billings 
of physicians constituted reasonable 
compensation for the services for 
which the bureau was billed. The 
appellate court sustained the judg- 
ment of the Tax Court as proper in 
view of the fact that the billings were 
made on the basis of a contract which 
set up a schedule of base fees and no 
more. The bureau said that the pay- 
ments were ordinary and necessary 
business expenses for compensation 
paid to the doctors; the payments 
were made by corporate resolution 
for services; the sums were propor- 
tionate to the services rendered by 
each doctor and reasonable compensa- 
tion for them; and the payments bore 
no relation to stock owned in the 
association by each doctor. Thus, the 
IRS has been in effect upheld in its 
contention that the payments are non- 
deductible distributions of corporate 
profits. 


Ordinary income or capital gain?— 
On April 20 the Supreme Court denied 
certiorari in Stern v. U. S. (Docket No. 
759), finally determining the fate of 
“Francis, the Talking Mule.” The 
Fifth Circuit on February 18, 1959, 
upheld a district court’s ruling that 
“Francis, the Talking Mule” was 
a literary composition and hence in- 
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come from its sale after 1950 was 
excluded from capital gains treat- 
ment. Stern contended that a non- 
copywritable fictional character first 
conceived and used by him in a liter- 
ary setting, then sold by him inde- 
pendently of that setting for exclusive 
use by the purchaser in motion pic- 
tures with other story settings and in 
other media, does not fall within the 
IRS exclusion of a literary composi- 
tion from capital gains treatment. 
“Francis” is, however, now regarded 
as a source of ordinary income. 


Estate tax—trust income includable 
in gross estate—On May 18 the Court 
denied certiorari in Van Beuren v. 
McLoughlin (Docket No. 810). In ef- 
fect this upholds an appellate court 
decision which was that the fair mar- 
ket value of the income from a par- 
ticular trust for its duration was 
properly includable in the gross estate 
of a decedent on the ground that the 
decedent had retained the power to 
remove a trustee and appoint a new 
one, thus giving the decedent a power 
over the income of the trust. 


LAND TRUSTS AND CONTENTIOUS BENEFICIARIES— 
Continued from page 544 


tion would be derived from rents, it 
would not qualify as a small business 
corporation. (See Section 1372(e) (5) 
of the Internal Revenue Code of 1954, 
now Tax Code Section 1372.5.5.) As 
late as 1958 the Code was not yet 
expressed in the vocabulary of symbolic 
logic and, hence, its archaic flavor. 
The meaning, nevertheless, at least in 
this instance, seems clear. 

(5) Plaintiff's right to termination of 
the trust—Plaintiffs seek termination 
of the trust on the ground that a 
deadlock exists, that the premises are 
deteriorating and that all beneficiaries 
face serious loss. They ask that the 
premises be sold and the proceeds dis- 
tributed to the beneficiaries. Alterna- 
tively, they pray for a conveyance 
of the trust property to the beneficiaries. 
Since such a conveyance doubtless 
would be followed by a partition suit, 
the practical effect of this request is 
the same as that first mentioned. 
Other prayers are for partition of the 
real estate, or a dissolution of the part- 
nership said to exist among the bene- 
ficiaries by reason of their common 
interest in the trust. 

Obviously, all of the prayers, if 
granted, would have substantially the 
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same ultimate effect. We ask, there- 
fore, the basic question: Are plain- 
tiffs entitled to termination of the 
trust on any theory? In Aronson v. 
Olson, 348 Ill. 26, 180 N. E. 565 (1932), 
the supreme court pointed out that 
in the land trust agreement before it 
(which was the standard form then 
in use) the entire legal and equitable 
title in the property was vested in the 
trustee. Hence, the court held a bene- 
ficiary had no such interest in the real 
property as would authorize a suit for 
partition. Moreover, the court held 
that the beneficiaries were not part- 
ners as to the equitable ownership 
of the real estate and, therefore, there 
was no partnership to dissolve. The 
language at bar in the Aronson case 
is substantially the same as that now 
before us. The decision of the su- 
preme court disposes of plaintiffs’ 
prayers for partition and dissolution 
of the partnership. The other theories 
advanced by plaintiffs we think must 
be rejected as being essentially variants 
of the theories rejected in the Aronson 
case. Plaintiffs have no right to 
termination of the trust. The decree 
below must be affirmed. 


Decree affirmed. 


SCHOLAR and FEARLEss, JJ, concur. 
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STATE TAX NEWS 


In this department are reported news items on decisions, legislation and 
administrative rulings. This department's scope includes the following 
types of taxes: income, sales and gross receipts, property, gasoline, 
insurance company, utility, franchise, severance, and inheritance and 
estate. Most items are adapted from CCH reports on state and local taxes. 


ED CONTINUES to be the predominant, if not the popular, color 

in ink used to inscribe state finances as state expenditures con- 
tinue to rise faster than state revenues. Reporting in the Summary 
of State Government Finances in 1958, the Bureau of the Census dis- 
closed that while total state revenue increased only 6.2 per cent in 
fiscal 1958 over fiscal 1957, total state expenditures increased 15.9 
per cent over the previous year. The acceleration in expenditures and 
the deceleration in revenues points up the reason for the fervent 
search for additional revenue that is the continuous occupation of 
state legislatures. 


The Census Bureau’s summary also discloses that in the total 
revenue-total expenditure picture, expenditures exceeded revenues by 
$1.9 billion in fiscal 1958, after favorable balances of $400 million and 
$500 million in fiscal 1957 and fiscal 1956, respectively. 


The tabulated picture of state total revenue and expenditure for 
the years 1954-1958 is as follows: 


Revenue or 
Total Total Expenditure (-) 
Fiscal Revenue % Expenditures % Excess 
Year (billions) Change (billtons) Change (billions) 
1958 $26.2 6.2 $28.1 15.9 $—1.9 
1957 24.7 11.1 24.2 11.7 0.4 
1956 22.2 12.9 21.7 6.5 0.5 
1955 19.7 44 20.4 8.9 —0.7 
1954 18.8 4.8 18.7 10.9 0.1 


The rise in total revenue in 1958 of $1.5 billion was for the most 
part accounted for by an increase in amounts received from the federal 
government. Federal aid to the states rose 27.5 per cent or $961 million 
to $4.5 billion. 
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Atlantic States 


Franchise taxes.—A holding com- 
pany that receives dividends in the 
District of Columbia from its ownership 
of the capital stock of operating sub- 
sidiaries #6 liable for franchise taxes 
in the district, even though they are 
based in part on activities by the 
subsidiaries engaged in outside the 
district. (Consolidated Title Company 
v. District of Columbia, CCH District 
of Columbia Tax Reports { 14-135 
(D. C. Tax Court, March 17, 1959).) 


The State of New York has im- 
posed a franchise tax on foreign cor- 
porations ceasing to do business as 
real estate corporations on any pre- 
viously untaxed dividends distributed 
and an additional tax of 2 per cent 
upon the corporation’s actual net worth 
in excess of its actual paid-in capital. 
(Ch. 290, effective April 8, 1959.) 
The additional first-year depreciation 
allowance for small business provided 
by Section 179 of the federal Internal 
Revenue Code is allowable as a de- 
duction on New York returns in com- 
puting the franchise tax on business 
corporations (Opinion of the Deputy 
Commissioner and Counsel, April 8, 
1959). The definition of a “financial 
corporation” has been broadened in 
New York to include mortgage facili- 
ties corporations, thereby making them 
subject to the franchise tax (Ch. 410, 
approved April 15, 1959, and appli- 
cable retroactively to April 13, 1956). 


Income taxes.—A letter from the 
Maryland Income Tax Division states 
that a company should withhold the 
Maryland income tax from the com- 
pensation, salary or wages of all of 
its employees who are Maryland resi- 
dents, regardless of whether the serv- 
ices of the employee are performed 
within or without the state, whether 
performed on vessels of the company 
while upon the high seas or whether 
the services are performed in a for- 
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eign country. Another letter from the 
Maryland Income Tax Division says 
that traveling and transportation ex- 
penses, including meals and lodging, 
need only be reported and itemized 
where the reimbursement to an em- 
ployee will produce an excess which 
would constitute an item of taxable 
income under the Maryland law, or 
where the reimbursed expenses pro- 
duce a loss, the deductibility of which 
is recognized under the Maryland 
law. An opinion of Maryland’s at- 
torney general states that payments 
made at the time of the dissolution of 
the corporation that represent earn- 
ings of the corporation are taxable 
and are not offset against all or part 
of the cavital loss sustained. 


A recent Massachusetts withholding 
tax emergency regulation states that 
all employers which are required to 
withhold income taxes for Massa- 
chusetts and another state from 
wages paid to a legal resident of 
Massachusetts will withhold for Mas- 
sachusetts only the amount prescribed 
by the Massachusetts withholding 
system less the amount required to be 
withheld by the other state. Massa- 
chusetts Income Tax Ruling No. 24 
states that a taxpayer who is per- 
mitted to take the additional 20 per 
cent first-year deprecaation under Sec- 
tion 179 of the federal Code is permitted 
the same treatment for Massachusetts 
income tax purposes. 


Inheritance and estate taxes.—The 
New York Tax Commission is author- 
ized, in hardship cases, to extend the 
date for payment of the estate tax two 
years beyond the six-month period 
after death heretofore allowed (Ch. 
125, effective May 1, 1959). The value 
of a retirement annuity contract pur- 
chased for an employee by an em- 
ployer under certain plans that qualify 
for tax exemption under the federal 
Code, and the value of a retirement 
annuity contract purchased by an em- 
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ployer who is a religious, educational 
or other tax-exempt organization un- 
der Section 503(b)(1)-(3) are ex- 
cluded from the gross estate of the 
employee (Ch. 126, effective May 1, 
1959). 


Insurance company taxes.—Acting 
upon a request by the Maryland insur- 
ance commissioner, the state attorney 
general on February 16 clarified the 
interpretation of the retaliatory pro- 
visions concerning the imposition of 
local taxes by political subdivisions 
in states in which Maryland insurance 
companies do business and are sub- 
ject to tax. Such impositions are 
considered to be imposed by the 
foreign state itself. 


New York has reduced from six years 
to three years the maximum period 
which may elapse between tax over- 
payment and discovery before the 
superintendent loses his power to re- 
fund the overpayment (Ch. 236, effec- 
tive January 1, 1960). 


Property taxes.—Subject to the ap- 
proval of voters at the general election 
in November, 1959, New Jersey has 
authorized a bond issue of $66.8 million 
for higher education. The interest 
and principal payments will be raised 
from the tax imposed upon the trans- 
fer of real and personal property and, 
if this source should prove insufficient 
or not available at any time, from a 
tax on real and personal property in 
all municipalities of the state. 


New York has granted a partial real 
property tax exemption to railroads. 
The exemption is tied to earnings so 
that railroads which need greater re- 
lief will be granted greater exemp- 
tions. The railroad real property is 
exempted from taxation to the extent 
that the assessed valuation exceeds 
the railroad’s ceiling, which is deter- 
mined according to an earnings ratio. 


(Ch. 636, effective April 21, 1959.) 
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Sales and gross receipts taxes.— 
The constitutionality of the New York 
City gross receipts tax as applied to 
allocated receipts from the activities 
of foreign freight forwarders on be- 
half of an exporter or importer has 
been upheld since these activities are 
local in character. (Mohegan Inter- 
national Corporation v. City of New 
York, CCH New York Tax Reports 
{| 198-056 (S. Ct., N. Y. Co., March 
30, 1959).) 


Lake States 


Income taxes.—I/ndiana (Ch. 375, 
effective March 13, 1959), as inter- 
preted in a letter from the state de- 
partment of revenue, exempts from 
gross income tax all amounts paid as 
unemployment benefits. 


Property taxes.—J/ndiana has sev- 
eral new property tax provisions. The 
state board of tax commissioners shall 
adopt and prescribe rules, regulations, 
forms and standards to be used by 
local assessing officials as rules and 
guides in the assessment of personal 
property; these standards shall be 
used in making assessments in 1962 
for taxes payable in 1963 and each 
year thereafter, and the manual shall 
be completed on or before March 1, 
1960 (Ch. 267, effective March 13, 
1959). The maximum amount which 
may be levied for the special school 
fund and the supplementary tuition 
fund has been increased from $3.65 to 
$4.25 on each $100 (Ch. 386, effective 
July 1, 1959). County boards of com- 
missioners have been authorized and 
directed to levy a county-wide school 
tax of 25 cents per $100 of adjusted 
valuation (Ch. 137, effective July 1, 
1959). 

Minnesota has changed the provisions 
concerning the listing of iron ore to 
delete iron containing phosphorus in ex- 
cess of .18 per cent, dried analysis, or 
which is classified by the iron-ore 
trade as silicious, manganiferous, Me- 
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sabi Bessemer or Mesabi non-Bessemer. 
Iron ore mined by open-pit methods 
which is placed in stockpile for the 
purpose of concentration in the course 
of a concentration operation or is con- 
centrated and placed in stockpile must 
be listed and assessed. (Ch. 40, effec- 
tive February 25, 1959.) 


Sales and gross receipts taxes.—In 
a case involving the Michigan sales 
tax, the state board of tax appeals 
held that where the taxpayers’ books 
and records are adequate the state 
department of revenue is not justified 
in going beyond them in establishing 
a tax liability. In the case involved, 
a deficiency was established on the 
theory that the mark-up as indicated 
by the books and records was below 
the average for its type of business; 
the board found that the books and 
records were adequate and complete 
and that the revenue department did 
not establish that the books and rec- 
ords failed to represent all the sales 
and purchases made during the audit 
period. The board held that the addi- 
tional assessments were not valid. 
(Bonessa, CCH Michigan Tax Reports 
{ 200-034 (Michigan State Board of 
Tax Appeals, March 19, 1959).) 


An Ohio court has affirmed a decision 
of the state tax board that a use tax 
may be imposed on a parent corpora- 
tion’s use of its wholly-owned sub- 
sidiary corporation’s equipment if the 
parent, by book entry, has acknowl- 
edged an indebtedness to its subsidiary 
for using this equipment (Union Build- 
ing and Construction Corporation, CCH 
Ohio Tax Reports {| 200-905 (Ct. App. 
Ohio, December 9, 1958) ). 


Pacific States 


Income taxes.—Alaska has increased 
the amount of withholding tax from 
12% per cent to 14 per cent of the 
amount of federal tax withheld (Ch. 
21, effective February 26, 1959). 
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The California State Board of Equali- 
zation on March 24, 1959, held that 
gain on the sale of land is taxable as 
ordinary income when the land has 
been subdivided and improved by the 
owner to obtain a better price (Nollen- 
berger, CCH California Tax Reports 
{| 201-265). 


Insurance company taxes.—The 
definition of “gross premium” in the 
California Constitution has been deter- 
mined to include any charges made as 
an installment payment fee (Allstate 
Insurance Company v. State Board of 
Equalization, CCH California Tax Re- 
ports {[ 201-279 (D. Ct. App., March 
26, 1959)). 


The /daho Supreme Court ruled on 
February 12, 1959, that a mutual fire 
insurance company having a surplus 
greater than that required by law does 
not lose its income tax exemption be- 
cause of such surplus; the surplus 
required by law is the minimum amount 
which must be maintained and an ex- 
cess of such amount is actually a 
desirable cushion against any unusual 
or excessive losses, if the surplus is 
held for the payment of losses and 
expenses (Snake River Mutual Fire In- 
surance Company v. Idaho State Tax 
Commissioner, CCH Idaho Tax Re- 
ports { 14-030 (February 12, 1959)). 


Sales and gross receipts taxes.— 
The Alaska attorney general, in an 
opinion of February 25, 1959, said 
that gross receipts derived from busi- 
ness done on military reservations are 
taxable under the state business li- 
cense tax law. 


The California sales tax applies when 
an order is taken by a salesman lo- 
cated in California and channeled 
through the local branch of the com- 
pany and title passes when the Cali- 
fornia purchaser receives delivery from 
the out-of-state manufacturer. So 
ruled a court (Diebold, Inc. v. State 
Board of Equalization, CCH California 
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Tax Reports {§ 201-259 (Ct. App., 
March 12, 1959) ). The California sales 
tax does not apply to a sale of goods 
when title passes in California if the 
seller has been instructed by the pur- 
chaser to deliver the goods to the 
purchaser’s export packer in Cali- 
fornia and the goods are subsequently 
packed and shipped overseas. The 
goods are exempt because the title 
passes after the export journey has 
commenced, the state supreme court 


said. (Gough Industries, Inc. v. State 
Board of Equalization, CCH California 
Tax Reports {201-260 (March 13, 
1959).) The California State Board 
of Equalization filed a petition for 
certiorari with the United States Su- 
preme Court on May 6 in this case. 


Washington has increased the sales 
and use tax rates to 4 per cent from 
April 1, 1959 to July 1, 1961 (Ch. 3, 
effective April 1, 1959). 


NEW BASIS FOR PROPERTY ACQUIRED BY GIFT— 
Continued from page 546 


donee. Regardless of who pays the 
tax, any increase in basis in the hands 
of the donee will be treated as an 
adjustment to the basis of the prop- 
erty the same as though the donee 
had made capital additions to the 
property to the extent of the allow- 
able gift tax increase in basis. 


Gift Tax Apportioned 


In order to determine the amount 
by which the basis may be increased, 
it is, of course, necessary to ascertain 
the amount of gift tax which was paid 
on the gift. Where only one gift was 
made in a particular year, the amount 
of gift tax which enters into the de- 
termination of the increase in basis 
is that which is on the gift. But 
where two or more gifts are made in 
the same year, the amount of gift tax 
which may enter into the determina- 
tion of the increase in basis for each 
of the gifts is ascertained by prorat- 
ing the total gift tax paid on all gifts 
for the year to each of the gifts in the 
same manner as is used to determine 
the gift tax credit against the federal 
estate tax.® 


Similarly, if the donor and his spouse 


donor considered as having been made 
one half by each,’ the amount of gift 
tax with respect to the gift, for the 
purpose of determining the increase 
in basis under this section, is the sum 
of the amounts of tax paid, computed 
separately, on each half of the gift by 
the donor and his spouse. 


Old ‘Stand-by Rule’ Inapplicable 


For the purpose of determining the 
basis of property acquired by gift, our 
old “stand-by rule” of “donor’s basis, 
but not in excess of fair market in the 
event of loss”*® must now be dis- 
carded. Now when we need to deter- 
mine the basis of property acquired 
by gift—whether it be for the purpose 
of measuring gain, loss, depreciation 
or amortization—we must also in- 
quire into the amount of gift tax, if 
any, that was paid on the transfer. 
We should be especially careful when 
filing tax returns for taxable years 
ending after September 2, 1958, to 
apply this principle and adjust the 
basis of depreciable property as of 
September 2, 1958, in order to take 
advantage of the increased allowable 
depreciation. Naturally, we should 
also compute any gain or loss on sales 
or exchanges by reference to the in- 


creased basis. [The End] 


elected to have the gift made by the 


* Code Sec. 2012. 
™Code Sec. 2513. 
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VOLUNTARY PAYMENTS TO WIDOWS OF EMPLOYEES— 
Continued from page 538 


the House Ways and Means Com- 
mittee on H. R. 8300 bespeaks only 
liberalization of the provision in the 
following language: 


“Restricting the exemption to bene- 
fits paid under a contract discriminates 
against those who receive benefits 
where this contractual obligation does 
not exist. To avoid this problem your 
committee’s bill extends this exclu- 
sion to death benefits whether or not 
paid under a contract. The bill also 
extends the exclusion to apply to dis- 
tributions under a qualified employees’ 
profit-sharing plan, whether or not 
the employee had a nonforfeitable right 
to the amount while living aor 


This language in the report is plainly 
directed at cases like Estate of Baush, 
above, and Fisher v. U. S., above, 
where the payments were held to be 
compensation, and cases involving 
death benefits of profit-sharing plans, 
where the employee had a nonforfeitable 
right and theretofore-considered tax- 
able income, It is anomalous to find 
in this legislation an intent to reach 
new sources of revenue by reclassifica- 
tion of certain gifts as taxable income. 
Judge Dimock recognized, in the fol- 
lowing language, that his dicta in 
Rodner flies in the teeth of the ex- 
pressed intent of Congress: 


“That does not seem to have been 
the view of the Senate Committee on 
Finance of a subsequent congress, 
however. In the Report referred to, 
p. 14, the Committee deals with this 
very change and says “The exclusion 
is . . . made available regardless of 


*H. Rept. 1337, 83d Cong., 2d Sess., p. 14. 
*See Rev. Rul. 55-609, 1955-2 CB 34, 
where a death gratuity by the government 
to the widow of a deceased Congressman 
is held excludable under Sec. 102 as a gift 
under the express language of the Third 


Payments to Widows of Employees 


whether the employer has a contractual 
obligation to pay the death benefits’. 
That language is certainly that of 
some one who thinks that the new 
provision extends a boon instead of 
a burden to the recipients of gratuitous 
death benefits.” 


Furthermore, it should be presumed 
that the enacting Congress in 1954 
was aware of the “mutually exclusive” 
language in the Bogardus case. That 
language alone in the gift v. com- 
pensation area is strong enough to 
prevent an amendment of the gift 
exclusion by indirection. Whatever 
may be said for the merits of the dis- 
senters’ view in that case, when deal- 
ing with the intent of Congress in an 
area where it has unquestioned au- 
thority to force its will, existing deci- 
sional precedents should be given their 
full effect. In this connection, after 
all these years it must assumed that 
Congress has decided to live with the 
“mutually exclusive” rule as to gifts 
and compensation. If the “mutually 
exclusive” rule is undesirable in this 
area, Congress is capable of direct 
attack on the problem by amending 
the gift exclusion. Any diminution 
of the rights of taxpayers to exclude 
gifts from income involves serious 
questions of social policy and is likely 
to be accomplished only after thorough 
Congressional consideration. 


When Congress has been faced 
directly with the taxability of a death 
gratuity to a widow by a former em- 
ployer, it has legislated that it be held 
a gift.'* [The End] 


Supplemental Appropriation Act of 1952, 
66 Stat. 101. Similarly, see Rev. Rul. 55-330, 
1955-1 CB 236, and Rev. Rul. 55-581, 1955-2 
CB 381, holding death benefits to bene- 
ficiaries of armed service personnel ex- 
cludable as gifts. 
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FROM THE THOUGHTFUL TAX MAN—Continued from page 473 


assessment system, all kinds of relief 
provisions—good and bad, necessary 
and unnecessary—have been tacked 
on which erode the tax base and make 
the tax structure all the more inadequate. 


Just how studiously Congress has 
avoided rate revision up or down and 
has concentrated instead (simply be- 
cause of the high rates) on a patch- 
work of revisions (some of them 
necessary) “to eliminate unintended 
hardships and benefits” will be evi- 
dent from a few statistics: 


Since 1954 the Internal Revenue 
Code, with its 1412 sections and 929 
pages, has been amended 703 times. 
In the Eighty-fifth Congress, alone, 
1346 tax bills were introduced. Yet, 
in all this time and as a result of all 
this legislative activity, not a single 
change has been made in the effective 
income tax rate nor has any new 
source of revenue been tried or tapped. 
Congress, it would appear, has been 
running hard only to stay in the same 
place. 

Almost everybody — Eisenhower, 
Nixon, Johnson, Rayburn, Byrd, Mills, 
Simpson—seems to be in complete 
agreement that our steeply progres- 
sive income tax rates are a “brake on 
the economy,” “encourage tax avoid- 
ance and evasion,” “threaten our self- 
assessment system,” “hinder economic 
growth,” “discourage individual initia- 
tive,” “hamper our cold-war effort” 
and “threaten our world position and 
leadership.” Nearly every magazine 
and newspaper is a self-appointed tax 
expert with all sorts and conditions 
of hurriedly conceived proposals and 
plans to correct the inadequacy and 
inequity of our cluttered tax structure. 


And, as paradoxical as it may sound, 
more and more people seem to agree 
that a decrease in rates will mean an 
increase in revenues because of the 
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thrust and momentum it will give to 
the economy and the opportunity it 
will bring to stop the erosion of the 
tax base by a crazy-quilt patchwork 
of rate-relief provisions. Some of our 
leading economists are now remind- 
ing us that revenue increases follow- 
ing the rate reductions in 1948 and 
again in 1953 were not purely fortui- 
tous or attributable only to the normal 
growth of the economy. 


With the Administration somewhat 
unavoidably preoccupied with the short- 
range view of balancing the budget, 
and with a spending Congress more 
than a little apprehensive that a tax 
rate increase may be required to do 
it, meaningful tax reform remains on 
dead center. The public seems to be 
concerned only to the extent of leav- 
ing bad enough alone: “It could be 
worse.” Complacency and tranquilizers 
seem to have taken over in probably 
the most dangerous days and times 
in our history. 


Each day we are reminded in some 
speech or article that Russia has 
passed us in the rate of economic 
growth. Russia’s annual rate is some- 
thing like 7 per cent, while ours has 
been considerably less than the desired 
5 per cent. This difference is not too 
surprising in view of Russia’s start- 
ing point, but there are those who 
think our lagging is due in consider- 
able part to the deterrents in our 
tax structure. 

Perhaps, then, it is just a little signifi- 
cant that Russian income tax rates range 
from only 13 per cent to 65 per cent, few 
Russians pay more than the 13 per cent 
rate and only 10 per cent of total 
Russian revenue comes from the income 
tax (approximately 75 per cent in our 
country). 


When we consider the potential of 
a general low-rate excise tax we are 
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reminded that the bulk of Russian 
revenue comes from a low-rate turn- 
over tax on practically all goods and 
services. We are reminded too, some- 
what significantly, that in fighting in- 
flation Russia has no difficulty—such 
as our Treasury recently experienced 
here—in borrowing from its citizens 
because the purchase of Russian bonds 
is mandatory. Interestingly enough, 
mandatory purchase of United States 
bonds has been seriously proposed 
together with a transactions tax as 
the panacea for our inflation and reve- 
nue ills. 


Probably we do not want or need 
to take a leaf from Russia’s book, 
but it is there, nevertheless, for us 
to read. 


In our country, a low-rate nondis- 
criminatory excise ‘ax has_ been 
strenuously opposed as “regressive” 
because it is not grounded at all on 
the “ability to pay” concept. On the 
other hand, it has been argued that 
there is at best only an “uneasy case” 
for “ability to pay,” that it has been 
overworked to the point of diminish- 
ing return, and that “names are only 
labels for our ignorance” anyway. 
Our friend the poet would say that 
Congress has listened to the opponents 
of the excise tax because it wants to 
listen and thus avoid a levy that would 
fall on everybody—the voters. 


Just recently, however, there have 


been indications of a break in the 
ranks of the “ability to pay” school. 
Professor Kenneth Galbraith, for ex- 
ample, in his best seller, The Affluent 
Society, does something of an about- 
face and urges a low-rate excise tax 
simply because of the exigencies of 
our economic plight. He concludes 
that in such an affluent society as ours 
almost everyone can afford this rela- 
tively painless tax and it would not 
be the deterrent to economic growth 
that haunts us in increasing the steeply 
progressive income tax. 


Need for Revising Tax Structure 


It is just possible, then, that we are 
on the verge of making a little progress 
toward a more adequate and equitable 
tax structure. It may be that down- 
ward instead of upward rate revision 
is the answer. There are unmistak- 
able signs pointing toward the need 
for less progression in rates, a broader 
based levy and a new tax source. The 
basic unfairness of the 70 per cent, 
80 per cent or 90 per cent rates is 
beginning to be recognized by the 
majority of taxpayers even though 
they don’t have to pay them. Those 
who do pay them are beginning to un- 
derstand the hardships in the lower 
rates. Somehow, also, the word is 
getting around that an additional tax 
on that voteless and bloodless creature 
of the state, the corporation, does not 
shift the individual tax burden at all. 
It falls on either the consumers in 
higher prices or the owners (usually of 
smaller businesses) in lower earnings, 
with all the deterrent effect of a higher 
individual income tax. 


How can we give this new turn of 
events a little momentum? When 
will Congress stop backing and filling 
and face up to the obvious and un- 
pleasant decision of revising existing 
rates and finding new tax sources? 
What will enable the House Ways 
and Means Committee and the Senate 
Finance Committee to go to the Con- 
gress and the voters with a realistic 
tax program that will stem inflation? 
When will the public realize that 
under an inadequate tax structure they 
are paying the most insidious, harm- 
ful and unnecessary tax of all—infla- 
tion? When will we stop confusing 
activity with accomplishment? 

The answer is clear. Only the es- 
tablishment and findings of a non- 
partisan federal tax commission will 
give Congress the objective data and 
support it needs to go to the people 
and ask for an adequate tax structure, 
whether this means upward or down- 
ward rate revision or new tax sources. 
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This commission would be advisory 
only and it would not pre-empt any 
of the legislative prerogatives of the 
Congression tax-writing committees. 
As a matter of fact, members of these 
committees would serve on the com- 
mission along with representatives 
from the Treasury, the professions, 
business and labor. This would simply 
be a logical and effective extension of 
the pattern which has been evolved in 
recent years by the tax-writing com- 
mittees themselves of appointing ad- 


visory groups on tax legislation. In 
this instance, the appointments would 
be made by the President, and the 
commission would report to him, the 
Congress and all the people. 


Such a commission would have an 
impartial and influential voice that 
would be heard and heeded by Con- 
gress and by the taxpayers themselves. 
Public support would inevitably turn 
into a public demand for an adequate 
tax structure. 


RETROACTIVITY IN FEDERAL TAXATION: PART ll— 
Continued from page 530 


there is no need for retroactivity in 
the statute. If invalid, to enact it 
retroactively is to rely on invalid notice 
and to foster administrative irre- 
sponsibility. 

(e) It would seem best to have a 
general rule of current-year retroactivity 
for curative legislation in this area, 
because otherwise Congress may find 
it too easy to say that the original 
intent is clear. 

(5) Reversal of judicial interpreta- 
tion.— 

(a) Where a retroactive statute tries 
to enforce expectations, we are in a 
special and unique area and retro- 
activity is legitimate. 

(b) In a controversial area, like 
carved-out oil payments, Congress 
should not “wait it out in the courts” 
and then legislate retroactively. 

(6) Loophole plugging and changes 
in policy.— 

(a) Retroactivity must be justified 
by adequate notice. A press release 
is not good notice. We accept the 
report on the bill as good notice, with 
reservations about a situation where 
it takes a year or more after the re- 
port before the bill is enacted. Then, 
current-year retroactivity may be 
fairer. 


™ U). S. v. Hudson, cited at footnote 65. 
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rent year. 


June, 1959 @ 


(b) Substantive policy changes should 
only be made retroactive to the cur- 
In the very rare case of 
an innovation in our taxing scheme, 
the new measure should be only 
prospective. 

(7) Emergency legislation.—If the 
nine November 7 items were so crucial, 
they should have been labeled “emer- 
gency” and put in a separate bill. 
In this situation the Treasury should 
provide something more official than 
a press release, perhaps a letter from 
the President requesting the legisla- 
tion, as was done in the Hudson 
case.2°* Retroactivity to the notice 
will then be correct. The important 
thing is that the problem of retroactivity 
for long periods should disappear if a 
short bill, clearly designated as emer- 
gency legislation, is introduced. 


We have assumed that the above 
are generally extraconstitutional re- 
straints. We submit, however, that 
if Congress should not utilize self- 
restraint in making tax provisions 
retroactive, the courts may then find 
that the degree of fairness which has 
been our guide should be considered 
basic and necessary to the constitu- 
tional mandate of due process of law. 

[The End] 
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Meetings of Tax Men 


Virginia Conference on Federal 
Taxation.—The annual Virginia Con- 
ference on Federal Taxation will be 
held at the Law School of the Uni- 
versity of Virginia from June 18 
through June 20. The conference is 
sponsored by the Virginia State Bar 
Association and the Virginia Society 
of Certified Public Accountants, in 
cooperation with the University of 
Virginia Law School. It will feature 
discussions of the 1958 Technical 
Amendments Act, along with considera- 
tions of Subchapter S corporations 
and an estate planning demonstra- 
tion. The feature banquet speaker is 
Tax Court Judge William M. Drennen. 
The registration fee is $17.50, and per- 
sons interested may write to Mortimer 


meets at the University of Connecticut 
July 27, 1959. Participants will work 
from a comprehensive case history, 
taken from the actual experience of 
a life underwriter. The 
session is designed for insurance men 
with at least three years’ experience. 
Topics to be covered include stock 
valuation techniques, the role of the 
trust company in estate and business 
planning, the place of trusts in estate 
planning, the role of the life under- 
writer in estate and business planning, 
the role of the lawyer in estate and 


one-week 


business planning, and resolving the 
legal problems. For further information, 
write to Miss Dorothy G. Lundblad, 
School Administration, 
University of Connecticut, Storrs, Con- 


of Business 


MAIL TODAY! 


M. Caplin, Box 1110, Charlottesville, necticut. 
Virginia. 

Southern States Conference.—The 
Southern States Conference of Cer- 
tified Public Accountants and the 
Oklahoma Society of Certified Public 
Accountants will take place at the 
Skirvin and Skirvin Tower Hotels in 
Oklahoma City, June 7-10. Among 
the speakers are Dana Latham, Com- 
missioner of Internal Revenue ; Carman 
G. Blough; Kenneth Miller; and John 
L. Carey. On June 10 two panels will 
be held; their topics are (1) manage- 
ment of an accounting firm and (2) 
appraisal of new capital investments 
and use of discounted cash flow method. 
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New Jersey Association of Public 
Accountants.—The Twelfth Annual 
Convention of the New Jersey As- 
sociation of Public Accountants is 
being held at the Hotel Traymore, 
Atlantic City, New Jersey, on June 


12 and 13. 
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‘“Now this is a very tough part. 
You have to say: 

‘At the time | bought this 
property, | had no intention of 
selling it to customers in the 
ordinary course of business.’ "’ 


University of Connecticut.—‘The 
Estate Planning Team in Action” will 
be the focal point of attention when 
the Sixteenth Life Underwriting School 
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